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Transcript of Federal Open Market Committee Meeting
of May 19 .  1987  

CHAIRMAN VOLCKER. We’ll proceed with approval of the 

minutes. 


MS. SEGER. I’ll move approval. 


MR. JOHNSON. 1’11 second. 


CHAIRMAN VOLCKER. Without objection. The Report of 
Examination of the System Open Market Account dated May 11. 1 9 8 7  has 
been distributed to you. Any comments or questions? If not, I would 
entertain a motion for approval. 

MR. JOHNSON. So moved 


MS. SEGER. Second. 


CHAIRMAN VOLCKER. Without objection. Mr. Cross 


MR. CROSS. [Statement--seeAppendix.] 


CHAIRMAN VOLCKER. Any questions or comments? 


MR. BOEHNE. I have a question, Mr. Chairman. What are your

thoughts on the likelihood of additional stimulative actions. either 

fiscal or monetary. by the Japanese andlor the Germans? 


CHAIRMAN VOLCKER. Oh, me! I thought you were talking to Mr. 

Cross. 


MR. CROSS. He’s looking at you. 


CHAIRMAN VOLCKER. Very limited. I don’t think either of 

them has the intention of doing anything, on their own initiative 

anyway, in monetary policy right now. Their discount rates are well 

below the market rates. They are both moving a little to lower their 

money market rates. I understand what’s going on. It is going on 

[unintelligible]. On the fiscal side. of course, the Japanese said 
they would do something. They have had a bit of a political problem
there getting the budget passed and all the rest. They have said that 
they will do something and will do something, I suspect. Whether it’s 
going to be effective before fall, say. and just what it will be I 
think is questionable. For the Germans on the fiscal side, I think 
some of them. including some people at the Bundesbank, are quite
worried about the business outlook. There was a lot of talk at the 
OECD meeting in Paris. and their representative there said well, of 
course, they would look over the situation again if things didn’t 
develop in a favorable way in the next few months. When he got back 
home Mr. Stoltenberg said they have no intention of changing anything
and they’ve done all that they can do. So, I don’t think the talk in 
Paris was indicative of any reason to sit at the edge of the seat for 
any move on the fiscal side. I don’t think it’s terribly right but 
that’s the--
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MR. BOEHNE. Do you have any s e n s e  t h a t  any k i n d  o f  
u n i l a t e r a l  a c t i o n  t h a t  w e  might  t a k e  would have  much i n f l u e n c e  on 
t h e i r  t h i n k i n g ?  

CHAIRMAN VOLCKER. I d o n ’ t  t h i n k  it p r o b a b l y  would make t h a t  
much d i f f e r e n c e  on t h e  f i s c a l  s i d e .  But maybe i f  a l l  t h e  o t h e r  f o r c e s  
move i n  t h e  d i r e c t i o n  o f  e m b a r r a s s i n g - - i s  t h a t  t h e  r i g h t  w o r d ? - - t h e  
Bank o f  J a p a n  o r  t h e  Bundesbank-- .  I wou ldn’ t  e x p e c t  e i t h e r  o f  them 
t o  make a d e a l  r i g h t  a t  t h e  moment o r  t o  respond immedia t e ly  i f  w e  
t o o k  any a c t i o n .  I t h i n k  it would improve t h e  c h a n c e s ,  b u t  how much 
i s  beyond m e .  I t  p r e t t y  c l e a r l y  would se t  up a s i t u a t i o n  where t h e  
n e x t  s t e p  was up t o  them: t h e y  would have  t o  r e c o g n i z e  t h a t .  

MS. SEGER. Doesn ’ t  f i s c a l  p o l i c y  i n  t h o s e  c o u n t r i e s  r e a c t  
w i t h  a l a g  a s  it does  h e r e ?  If t h e y  d o n ’ t  even  c o n s i d e r  it and t h e n  
maybe move i n  t h e  f a l l ,  it seems t o  m e  t h a t  t h e  k i n d  o f  i m p a c t - ­

CHAIRMAN VOLCKER. I t h i n k  t h a t ’ s  c o r r e c t .  You’re  n o t  
t a l k i n g  a b o u t  a n y t h i n g  v e r y  r e l e v a n t  f o r  1987 a t  t h i s  p o i n t  w i t h o u t  a 
sudden mass ive  change i n  mind by t h e  Germans, which w e  d o n ’ t  e x p e c t .
Even i f  t h e  law p e r m i t t e d  them t o  a c t  q u i t e  q u i c k l y  on t a x e s  and t h e  
c i r c u m s t a n c e s  a r o s e  t o  [ w a r r a n t ]  t r i g g e r i n g  i t ,  t h e y  d o n ’ t  appea r  t o  
have  any d e s i r e  t o  t r i g g e r  i t .  

MR. PARRY. I n  J a p a n ,  it a p p e a r s  t h a t  what t h e y ’ r e  s u g g e s t i n g
i s  ma in ly  i n c r e a s e d  c o n s t r u c t i o n .  And t h o s e  k i n d s  o f  p r o j e c t s  t a k e  a 
l o n g  t i m e .  I t  i s n ’ t  s o  much t a x a t i o n .  

CHAIRMAN VOLCKER. Well, t h e y ’ r e  go ing  t h r o u g h  t h i s  u s u a l  
[ r o u t i n e l - - i t ’ s  a lmos t  a n  a n n u a l  r i t u a l  now--of  s a y i n g  maybe w e ’ l l  
move t h e  p u b l i c  works budget  i n t o  t h e  f i r s t  p a r t  o f  t h e  y e a r  and speed  
up c o n s t r u c t i o n  and a l l  t h a t .  I d o n ’ t  t h i n k  t h a t  amounts t o  much. 

MR. PARRY. . R i g h t .  

MR. FORRESTAL. Are w e  h a v i n g  ongoing  d i s c u s s i o n s  w i t h  t h e  
Germans and t h e  J a p a n e s e  w i t h  r e s p e c t  t o  t h e i r  economies o r  have  w e  
g i v e n  up f o r  t h e  moment? 

CHAIRMAN VOLCKER. Well, I d o n ’ t  know what you mean by
ongoing  d i s c u s s i o n s .  We have  a c e r t a i n  amount o f  c o n v e r s a t i o n  w i t h  
them b u t  I d o n ’ t  s i t  on t h e  edge o f  my s e a t ,  as  I i n d i c a t e d ,  e x p e c t i n g
t h a t  t h e s e  ongoing  c o n v e r s a t i o n s  a re  c e r t a i n l y  g o i n g  t o  r e s u l t  i n  
s p u r r i n g  them t o  new a c t i v i t i e s .  The Bundesbank i t s e l f  i s  q u i t e  s p l i t
a b o u t  what t h e y  s h o u l d  d o - - a b o u t  5 0 / 5 0 .  There  i s  a l o t  o f  worry 
w i t h i n  t h e  Bundesbank a b o u t  t h e  economic o u t l o o k .  

MR. GUFFEY. When you speak  o f  Germany, do you i n c l u d e  a l l  o f  
Europe o r  t h e  ma jo r  p l a y e r s ?  

CHAIRMAN VOLCKER. Well, I c o u l d  s a y  t h a t  Germany k i n d  o f  
[ r e p r e s e n t s ]  t h e  rest  of Europe ,  f r a n k l y .  e x c e p t  f o r  t h e  B r i t i s h  who 
a re  o u t s i d e  t h e  EMS. The re  t h e  expans ion  i s  p r e t t y  good r e l a t i v e  t o  
o t h e r  c o u n t r i e s :  it seems t o  be n o t  a breakneck  r a t e  b u t  a p r e t t y  good 
r a t e  o f  e x p a n s i o n .  Among t h e  o t h e r s ,  I t h i n k  a l o t  o f  them would l i k e  
t o  do more b u t  t h e y  f e e l  t h e y  c a n ’ t  s o  l o n g  as  Germany s i t s  t h e r e .  
They’ re  w o r r i e d  abou t  t h e i r  exchange r a t e  and s o  f o r t h .  I d o n ’ t  know 
i f  any  economy i n  t h e  res t  of Europe i s  r e a l l y  growing;  t h e y ’ r e  
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probably going backwards too. Am I wrong about that. Mi. Truman, in 

terms of the rate of growth slipping rather than the reverse? 


MR. TRUMAN. You are right, sir. 


CHAIRMAN VOLCKER. Except for the British? 


MR. TRUMAN. Definitely, and Italy. 


CHAIRMAN VOLCKER. The French [economy] slowed down quite a 

while ago. 


MR. TRUMAN. Yes. 


CHAIRMAN VOLCKER. So, it’s not a very buoyant situation,
wherever one looks. The last time I talked to he seemed 
quite worried about the outlook, even more worried than before. But 
he’s been worried quite a lot [unintelligible]. It’s a tone of voice; 
[he seems] more worried than he has been. 


MR. JOHNSON. He said the last time we talked that they don’t 

get excited there unless the unemployment rate rises. He said it 

hasn’t really gone up in the face of this weakening growth. If it 

were to start to rise he would have more of a political problem.

Without it, will take the position he has. 


MR. MELZER. Sam, how do you reconcile this negative

sentiment on the dollar with these very wide interest rate 

differentials that you mentioned? What is that saying here? 


MR. CROSS. I think the interest rate differentials are 
probably having some impact, but it makes it more costly to recommend 
[the dollar]. People think: If the dollar is going to be lower next 
week than this week, then we’re better off to wait. They have a 
pretty short focus on how long they make these investments for these 
days. If the dollar is going down, it’s better to wait. There are a 
lot of people who think it’s going down further and there are 
certainly not very many who think it’s going to go up. So. there’s 
not much danger of losing [by waiting]. 

MR. PARRY. But doesn’t the differential itself indicate that 

people think it’s going to go down? 

MR. CROSS. The differential is partly because of what the 

markets have done. The Japanese long-term rates have declined quite

substantially, and much of this is because money is going back into 

Japan. 


CHAIRMAN VOLCKER. When you l o o k  at monetary policy in Japan
in particular, these long-term rates have gone down primarily because 
of monetary policy--maybebecause it has been relatively stricter. 
This one bond issue that people follow got down toward 2-1/2 percent 
to get this [unintelligible]. 

MR. CROSS. Close to 2-1/2 percent, [the] number 89 [bond]. 


CHAIRMAN VOLCKER. It has been a long time since we’ve seen a 
long-term bond rate at 2 - 1 1 2  percent any place. 
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MR. CROSS. The Japanese  a r e  r e a l l y  q u i t e  wor r i ed  about  t h e i r  
s i t u a t i o n  because  o f  a l l  t h e  l i q u i d i t y  and t h e  v a s t  [ u n i n t e l l i g i b l e ]  
o r  growth i n  t h e  s t o c k  market  where some s t o c k s  a r e  s e l l i n g  a t  250 
t i m e s  e a r n i n g s  and s o  f o r t h .  

CHAIRMAN VOLCKER. [ U n i n t e l l i g i b l e . ]  

MR. KEEHN. Sam, g iven  t h e  magnitude o f  t h e  i n t e r v e n t i o n  s o  
f a r  and t h e  r e s u l t s ,  what i s  t h e  a p p e t i t e  o f  t h e  o t h e r  c e n t r a l  banks 
t o  c o n t i n u e  w i t h  t h i s  k ind  of  magni tude? 

MR. CROSS. I d o n ’ t  t h i n k  we’re going  t o  see t h i s  k ind  of  
l e v e l  o f  d o l l a r  pu rchases  f o r  a c o n t i n u i n g  p e r i o d :  t h e r e ’ s  no q u e s t i o n
about  t h a t .  The market  c e r t a i n l y  h a s  t h a t  view. So t h e r e  a r e  going  
t o  have t o  be some p o l i c y  moves o r  we’re going  t o  have t o  b e g i n  t o  see 
some r e s u l t s  f rom p o l i c y  moves a l r e a d y  t a k e n .  We h a v e n ’ t  s e e n  any 
v e r y  good s t a t i s t i c a l  numbers t o  show t h a t  t h e  t r a j e c t o r i e s  have 
s h i f t e d  and t h a t  t h i n g s  a r e  going  i n  t h e  r i g h t  d i r e c t i o n .  We h a v e n ’ t  
seen v e r y  much o t h e r  t h a n  t h e s e  monetary p o l i c y  developments:  w e  
haven’ t  s e e n  developments  on t h e  p o l i c y  f r o n t  t o  show t h a t  something
i s  b e i n g  done t h a t ’ s  go ing  t o  do i t .  I t ’ s  c e r t a i n l y  t h e  a t t i t u d e  of  
t h e  market  t h a t  i n t e r v e n t i o n  i s n ’ t  go ing  t o  remain a t  t h e s e  l e v e l s  f o r  
a c o n t i n u i n g  p e r i o d .  I t ’ s  e i t h e r  go ing  down o r  we’re going  t o  see 
some more a d j u s t m e n t .  

CHAIRMAN VOLCKER. O f  c o u r s e ,  when w e  r a i s e  t h e  q u e s t i o n
about  what t h e y ’ r e  do ing  on f i s c a l  p o l i c y  t h e y  r a i s e  t h a t  q u e s t i o n  
w i t h  u s ,  t o o .  I t ’ s  r a t h e r  a symmetr ica l  q u e s t i o n .  Are t h e r e  any 
o t h e r  comments? We need t o  r a t i f y  t h e  t r a n s a c t i o n s .  

V I C E  CHAIRMAN CORRIGAN. Move i t .  


MS. SEGER. Second. 


CHAIRMAN VOLCKER. Without o b j e c t i o n .  M r .  S t e r n l i g h t .  


MR. STERNLIGHT. [ S t a t e m e n t - - s e e  Appendix.]  


CHAIRMAN VOLCKER. They say  t h a t ’ s  enough. Comments o r  

q u e s t i o n s ?  

MR. MELZER. P e t e r ,  j u s t  i n  a t e c h n i c a l  s e n s e - - a n d  I know 
t h a t  e x t r a o r d i n a r y  t h i n g s  were going  on i n  t h i s  r e c e n t  p e r i o d - - i f  you 
had a s p r e a d  o f  125  b a s i s  p o i n t s  between t h e  d i s c o u n t  r a t e  and t h e  
p r e v a i l i n g  f e d e r a l  funds  r a t e ,  does  t h a t  p r o v i d e  enough of  an  
i n c e n t i v e  t o  borrow t h a t  it makes it more d i f f i c u l t  t o  h i t  a 
p a r t i c u l a r  borrowings t a r g e t ?  And does  t h a t ,  t h e r e f o r e ,  pe rhaps  
i n t r o d u c e  a l i t t l e  more v o l a t i l i t y  i n  open market  o p e r a t i o n s ?  I know 
t h a t  i n  t h e  m o s t  r e c e n t  p e r i o d ,  a s  you’ve  d e s c r i b e d ,  t h e r e  were some 
o t h e r  t h i n g s  going  on .  I guess  my q u e s t i o n  r e a l l y  runs t o  t h e  sp read  
on a n  ongoing b a s i s .  

MR. STERNLIGHT. I t  has  been v e r y  ha rd  d a y - t o - d a y  t o  p r e d i c t
what t h a t  s p r e a d  i s  l i k e l y  t o  be .  We have such  a m i x t u r e  o f  
e x p e c t a t i o n a l  e l emen t s  s t i l l  i n  t h e r e .  The h i g h  Treasu ry  b a l a n c e  h a s  
receded  a s  an  o p e r a t i o n a l  f a c t o r ;  i t ’ s  n o t  e n t i r e l y  gone,  b u t  it h a s  
receded  some. I t h i n k  t h e  f a i r l y  s u b s t a n t i a l  a n t i c i p a t i o n  t h a t  
something may w e l l  happen on t h e  d i s c o u n t  r a t e - - a n d  t h a t  w e  a r e  n o t  
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too unhappy with funds in a 6 - 1 1 2  to 6 - 3 1 4  percent or even 6-718 
percent range--contributes to the funds rate staying up there, even 
though in some pure theory sense. going back to earlier model 
relationships of what funds rate we’d expect with $400 million of 
borrowing. I would come out with something considerably lower than the 
recently prevailing rates. I would agree with what the Bluebook 
suggests of a tendency for the rate to drift back to, or below. the 6 -
112 percent level. One could even make a case for something like 6 -
1 / 4  percent on the funds rate with planned borrowings holding at $400  
million. 

MR. BLACK. Peter, something you said earlier suggested to me 

that if you were to get that drifting back of the funds rate you would 

expect to see the dollar weaken right much. Is that a fair reading of 

what you said? 


MR. STERNLIGHT. If the funds rate drifted back to that. I 

think that would be cause for renewed pressure on the dollar. yes.

Sam might want to comment on that. too. 


MR. PARRY. On what you’ve said about the market’s reaction 
so far, are you saying that the market is probably assuming that the 
borrowing target is higher than it is? 

MR. STERNLIGHT. Yes. Most people I’ve heard comment on it 
would be thinking in the $500 to $600 million range for borrowing.
though I’ve heard some talk about $400  to $600 million, and I’ve heard 
one who thought it was above $600 million. But most would put it in 
the $500 t o  $600 million range. 

MR. JOHNSON. Do you think that’s probably because borrowings
have averaged about $700 million? 

MR. STERNLIGHT. Well, yes. But, certainly. the period when 

it was $1.1 billion they realized was extraordinary and unusual: and 

the period just before that. when it was nearly $700 million, they

tended to think was on the higher-than-intended side as well. 


MR. JOHNSON. When borrowing actually turns out to be $600 or 

$700 million, I think they expect the policy to be there. 


MR. BLACK. They think.we’ve got alternative C instead of 

alternative B. 


MR. JOHNSON. I think we’ve got alternative C. 


MS. SEGER. “C?‘I 

MR. BLACK. That’s what Peter said. really. I think. 


CHAIRMAN VOLCKER. Any other questions? We need to ratify

those transactions. 


MS. SEGER. I’ll move it. 


MR. ANGELL. Second. 


CHAIRMAN VOLCKER. Without objection. Mr. Kichline. 
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MR. KICHLINE. [Statement--seeAppendix.] 


CHAIRMAN VOLCKER. Questions? 


MR. BOEHNE. Jim, do you have any sense beyond what we’ve 

seen in autos, for example, that domestic producers are responding to 

higher import prices not so much by trying to grab off a bigger market 

share but by raising their own prices? I’ve sensed some anecdotal 

evidence of that. I was wondering if you have any sense of the extent 

of that. 


MR. KICHLINE. A s  you know, the auto case is one you can 
point to. Beyond that we don’t have anything explicit. If you look 
at the producer price index for April, in fact, very little was 
happening there taking away energy and food and cars. Basically,
we’re talking about prices that seem to be moving up at about the same 
rate. It’s something we’ve been looking for. We run across these 
comments about producers looking for every opportunity to increase 
their margins but, at this point, we don’t really have any hard 
evidence in hand. 

MR. BOEHNE. a medium-sized 

manufacturing company that does a fair amount of export business as 

well as domestic business in office supplies and recreational 

supplies, that sort of thing. complaining for a couple of 

years about how they just can’t make price increases stick. But in 

recent months they’ve been able to 

make some of these price increases stick. And not

alone. 


MR. PARRY. Jim, your forecast for consumption is quite weak,

particularly the nondurable and services components and I have a 

comment and a question. With regard to services, as I’m sure you

know, there’s a strong secular component for the growth of services. 

The growth rate that you have probably is the kind of growth rate that 

one sees in recession periods. To me, that’s a bit surprising. I 

think I understand why this is occurring in terms of your forecast. I 

guess the decline in the value of the dollar causes the PCE deflator 

to go up, which hits real income and then slows the growth of 

consumption. What I’m not sure I see is this: Why doesn’t that 

increase in the PCE deflator affect other prices as heavily? I don’t 

think I see it in your inflation rate. I don’t have these deflators, 

so I’m trying to-- 


MR. KICHLINE. If you look at the GNP deflator or the GNP 
fixed-weighted index you have the persistent effect of net exports
being subtracted, which tends to depress those GNP measures. If you
look at private domestic final purchases prices, the PCE fixed-weight 
measure or deflator picks up very directly all of these import prices
that we’re talking about rising at double-digit rates. So you’re
right: we have prices for personal consumption expenditures rising 
even in excess of 4 percent--4-1/4to nearly 5 percent in 1988. And 
that has the effect in this forecast of depressing real income growth 
So you have it right in the sense of why we believe we will be facing 
a fairly weak picture on domestic consumption. I view it as part of 
the adjustment process and rising import prices depressing
[consumption]. 
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MR. PARRY. Would you say, looking at the risks in the 

consumption area, that they might be on the high side? Well, not 

durables. 


MR. KICHLINE. Well, given everything, I’d say these 

consumption numbers outside of durables are at really very low growth 

rates. One might expect to find those rates happening in a recession 

environment. So in that sense consumption might be higher. On the 

other hand, we’re starting with inflation picking up and the 

depressing effects of real income growth and other characteristics 

that I think would act to damp demand. You’re quite correct: these 

are low rates of consumption. 


MR. STERN. Jim. with regard to domestic auto sales. 

especially in the next couple of quarters, are you assuming anything

in particular about incentive programs or anything that accounts for 

the strengthening you have here? 


MR. KICHLINE. Explicitly, we’ve assumed that in order to 
reduce the stocks on hand. which are running at something like 75 
days’ supply, they will have to maintain incentives of one fashion or 
another. As we get into the third quarter, we have assumed a further 
cutback in domestic auto production and probably somewhat limited 
sales incentive programs to continue to sell those cars. So,  I think 
it’s a combination of incentives as well as some further cuts in 
production. 

MR. MELZER. Jim, what is your assessment of the inventory

situation other than autos? 


MR. KICHLINE. Autos are the only area where we sense that 

there’s a problem lurking. The data lag. and at times they’re hard to 

interpret. In the manufacturing sector, certainly, for a long period

of time manufacturers have been running with very low inventories. In 

fact, in this forecast the inventory/sales ratios are flat or drifting

down. So we haven’t spotted any sectors where unusual things are 

going on outside of autos. 


MS. SEGER. Jim, do you really think that the producers of 

durable equipment will snap back after only one quarter of weakness? 

Isn’t the tax reform impact going to. unfortunately, last longer? 


MR. KICHLINE. This is, in part, the arithmetic. January
just plunged and plunged partly because included in business 
investment would be auto and light truck purchases. So part of the 
arithmetic is that as February and March came back, orders sort of 
flattened out. We know auto sales were rising a bit, and s o  for the 
second quarter, instead of the 1 3  percent drop recorded in the first 
quarter, we have a pickup in real terms to something like 6 - 1 1 4  
percent. In part that’s arithmetic: in part that’s a pickup in auto 
sales. But I think one ought to read through that: and when we read 
through it we have essentially unchanged business spending for the 
year in real terms. I think that’s a more accurate picture. 

MS. SEGER. Thank you. 


MR. PARRY. Compensation per manhour. which I’m sure is the 

key element of your inflation forecast. seems to change dramatically 
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i n  1988.  Why i s  t h e r e  such  a change s o  a b r u p t l y ?  I ’ m  n o t  q u e s t i o n i n g
t h a t  i t ’ s  going  t o  r i se .  I t  j u s t  seems t o  b e  going  a t  one l e v e l ,  and 
you have a s t e p  f u n c t i o n ,  and t h e n  it s t a y s  a t  t h a t  [ h i g h e r ]  l e v e l .  

MR. K I C H L I N E .  There a r e  a number o f  t h i n g s  going  on .  To 
beg in  w i t h ,  i n  J anua ry  1988 t h e r e  i s  a s i z a b l e  i n c r e a s e  i n  S o c i a l  
S e c u r i t y  t a x e s  and ,  a l o n g  w i t h  t h a t ,  an  assumed f u r t h e r  r ise  i n  t h e  
wage b a s e .  We’ve assumed t h a t  compensat ion w i l l  k i c k  up by 4 / l O t h s  of  
1 p e r c e n t  beg inn ing  QI ’88  because  o f  t h e  l a r g e  S o c i a l  S e c u r i t y  t a x  
i n c r e a s e - - t h e  employer s h a r e .  Other  f e a t u r e s  a r e  t h a t  w e  assume t h a t  
we’re going  t o  b e g i n  t o  have a more f o r c e f u l  e f f e c t  o f  h i g h e r  p r i c e s
f e e d i n g  back i n t o  wage behav io r  i n  1988. I n  t h i s  f o r e c a s t ,  a s  you may 
have n o t i c e d .  w e  have a lower p a t h  f o r  t h e  unemployment r a t e .  We were 
caught  by s u r p r i s e  by t h e  numbers t h a t  have come o u t .  We t h i n k  t h e r e  
might  be  a l i t t l e  problem t h e r e .  E s s e n t i a l l y .  i n  t h e  f o r e c a s t ,  we’re 
going  t o  be l o o k i n g  a t  an unemployment r a t e  o f  6 - 1 / 4  p e r c e n t  l a t e r  on 
i n  1988.  Who knows what t h e  n a t u r a l  r a t e  i s ,  b u t  w e  t h i n k  t h a t  we’re 
p robab ly  i n  a r ange  somewhere p r e t t y  c l o s e  t o  t h a t .  So we’ re  n o t  
go ing  t o  have a damping e f f e c t  on wage growth t h a t  w e  had p r e v i o u s l y .  

CHAIRMAN VOLCKER. M r .  Boehne. 

MR. BOEHNE. I ’ d  j u s t  l i k e  t o  make a comment on b u s i n e s s  
c o n d i t i o n s  g e n e r a l l y .  I n  our  D i s t r i c t ,  I t h i n k  t h e  economy h a s  
performed b e t t e r  s o  f a r  t h i s  y e a r  t h a n  most people  expec ted .
Unemployment f o r  t h e  r e g i o n ,  f o r  example,  i s  under  5 p e r c e n t .  S t a t e s  
l i k e  New J e r s e y  and Delaware a r e  i n  t h e  3 p e r c e n t  range  and even a r e a s  
of  Pennsy lvan ia  a r e  do ing  f a i r l y  w e l l .  S t r e n g t h  c o n t i n u e s  i n  
c o n s t r u c t i o n ,  b o t h  r e s i d e n t i a l  and n o n r e s i d e n t i a l :  t h e  r e t a i l e r s  a r e  
g e n e r a l l y  u p b e a t :  l o a n  growth i n  a l l  c a t e g o r i e s  c o n t i n u e s  t o  be  above 
t h e  n a t i o n a l  a v e r a g e .  I n  manufac tu r ing ,  I would s a y  t h a t  t h e  e r o s i o n  
of  j o b s  i n  manufac tu r ing  a r e a s  h a s  t ended  t o  c e a s e  and t h e r e  i s  a 
modest comeback. S o ,  I t h i n k  t h e  manufac tu r ing  [ sen t imen t ]  h a s  
s h i f t e d  from a n e g a t i v e  a t t i t u d e  t o  one t h a t ’ s  somewhat p o s i t i v e ,
a l t h o u g h  I must s a y  I was w i t h  a coup le  hundred manufac tu re r s  l a s t  
week and t h e y  s t i l l  l i k e  p r o t e c t i o n i s m  and t h e y  d o n ’ t  l i k e  h i g h e r
i n t e r e s t  r a t e s ,  o r  snugging  u p ,  o r  whatever  w e  c a l l  i t .  

Turning  t o  t h e  n a t i o n a l  s c e n e ,  it seems t o  m e  t h a t  w h i l e  our  
f o r e c a s t s  a r e  g e n e r a l l y  on t a r g e t ,  i f  a n y t h i n g ,  t h e  economy i s  t u r n i n g  
o u t  t o  be a t o u c h  b e t t e r .  I n  t h e  t r a d e  a r e a ,  a t  l e a s t  I f e e l  b e t t e r - ­
n o t  s o  much because  we’re exceed ing  e x p e c t a t i o n s  b u t  because  some 
ev idence  s u p p o r t i n g  t h e  f o r e c a s t  o f  a t u r n a r o u n d ,  w h i l e  n o t  d r a m a t i c ,  
seems t o  be t h e r e .  There i s  some p o s i t i v e  ev idence  t h a t  e x p o r t s  a r e  
improving and t h a t  w e  can expec t  some s t r e n g t h  i n  t h a t  a r e a .  However, 
I t h i n k  t h e  r e a l  news on t h e  n a t i o n a l  s cene  i s  w h a t ’ s  happening  t o  
i n f l a t i o n .  I t ’ s  n o t  s o  much t h a t  t h e  i n d i c a t o r s  o f  i n f l a t i o n  a r e  
going  up:  I t h i n k  w e  expec ted  t h a t  i n  terms of  ene rgy  and impor t
p r i ces .  What i s  o f  conce rn - -and  w e  see it i n  f i n a n c i a l  m a r k e t s ,  b u t  
w e  a l s o  h e a r  it i n  j u s t  t a l k i n g  t o  b u s i n e s s  peop le  g e n e r a l l y - - i s  a 
he igh tened  concern  about  t h e  f u t u r e  c o u r s e  o f  i n f l a t i o n .  I t h i n k  it 
r e a l l y  comes down t o  some doubt  about  whether  w e  can  keep t h e s e  
a d j u s t m e n t s  t o  be one - t ime  a d j u s t m e n t s  o r  whether  we’re about  t o  s e t  
o f f  a new upward t r e n d  i n  i n f l a t i o n .  I t h i n k  t h a t  i s  t h e  r e a l  change
i n  t h e  l a s t  s i x  weeks t o  two m o n t h s - - t h a t  concern  about  i n f l a t i o n  i s  
s i g n i f i c a n t l y  h i g h e r  t h a n  it was t h e  l a s t  t i m e  w e  m e t .  
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MR. JOHNSON. Are we going around the table now? I wanted to 

ask Jim something before we did that. 


CHAIRMAN VOLCKER. You can insert a question. 


MR. JOHNSON. Okay. The Board had a briefing yesterday on 

the Greenbook material. I’m going to ask you to go through the points

about employment and the full employment unemployment rate. I think 

it’s important that you try to reconcile again for everybody here this 

whole issue between industrial production and capacity and the 

unemployment numbers and work hours. The statistics don’t tell the 

same story. And I’ve never gotten a really satisfactory explanation

of which one makes the most sense. 


MR. KICHLINE. I don’t think you’re going to get one now 
either! It is curious that we are seeing what is really a fairly
sluggish industrial sector, particularly for the last couple of 
months. We can explain the autos and trucks, and that’s the bulk of 
the decline. But in the detail in the industrial production index. as 
I noted yesterday. in many of the sectors where we thought we’d see 
some rise because o f  export orders growing nothing is happening.
There have been really widespread weaknesses for two months. We have 
some difficulty reconciling that, obviously, with total payroll
employment. which gives the picture of a lot of spending. Virtually
all of that is in the trade and services areas: it’s not really
spilling over into manufacturing. One of the concerns in the forecast 
is that we have built in, frankly even for the current quarter.
increases of 0.3 to 0 . 4  percent in industrial production in May and 
June. which we think needs to occur to rationalize what has been 
happening. We have a month or two divergence between these various 
signals. We also have, as you know, the problem-­

CHAIRMAN VOLCKER. You have how big of an increase? 

MR. KICHLINE. We have about 0 . 4  percent per month in May and 
June. We think that would be consistent: it sort of reconciles the 
problem that Governor Johnson was raising that the industrial sector 
looks very sluggish. Whether or not that materializes is, for now, an 
open question. I can’t really do a lot more than to say we do--

MR. JOHNSON. No, I just wanted that repeated because it is 

confusing in that we have a situation where the unemployment rate is 

projected to get down to very low levels and yet we’re still at close 

to record levels of excess capacity and low industrial production. I 

tend to believe the employment numbers a little more, but I don’t know 

exactly how to reconcile them either. I’m just saying that’s a 

dilemma I think everybody ought to know about. 


MR. PARRY. Well, I’m not sure that they’re completely

inconsistent. Almost all the increase that we’ve seen in the 

employment area has been in the services area, outside of 

manufacturing. As far as policy is concerned, the question is whether 

or not relatively full employment of labor resources could lead to 

demand pressures. That could occur in the services area and I 

wouldn’t--


MR. JOHNSON. Yes, I know: there’s no doubt about that. But 

given the way the forecast is shaped, we’ve got a situation where 
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t h e r e  i s  low growth i n  t h e  s e r v i c e s  a r e a ,  which you a l r e a d y  
acknowledged,  Bob, and a s h i f t  t o  t r a d e - r e l a t e d ,  i n d u s t r i a l - r e l a t e d ,  
t y p e s  o f  f u n c t i o n s .  I t ’ s  n o t  showing up i n  t h e  numbers even though w e  
a r e  f e e l i n g  b e t t e r  a b o u t  i t .  Bob h a s  j u s t  s a i d  h e ’ s  f e e l i n g  b e t t e r  
a b o u t  i t ,  and I’m f e e l i n g  b e t t e r  abou t  i t .  I t ’ s  j u s t  n o t  i n  t h e  
numbers .  And i f  t h e r e  i s  go ing  t o  be  t h a t  r e - c o m p o s i t i o n ,  one would 
e x p e c t  t o  see it i n  i n d u s t r i a l  p r o d u c t i o n .  

MR. M O R R I S .  Wait a minu te .  Are you t a l k i n g  [ u n i n t e l l i g i b l e ]  
t h e  workweek number o f - ­

V I C E  CHAIRMAN CORRIGAN. The re  i s  n o t h i n g  wrong w i t h  weak 
i n d u s t r i a l  c a p a c i t y  where w e  need i t .  

MR. J O H N S O N .  Yes, I - ­

V I C E  CHAIRMAN CORRIGAN.  Take a u t o s  a s  t h e  c l a s s i c  c a s e  i n  
p o i n t .  

MS. SEGER. The a u t o s  d o n ’ t  have  [ a ]  c a p a c i t y  [problem]?  

V I C E  CHAIRMAN CORRIGAN.  Yes. They d o n ’ t .  

MR. K I C H L I N E .  L e t  m e  n o t e  t h a t  t h e  0 . 4  and 0 . 3  p e r c e n t - - p i c k  
whichever  month you want t h a t  i n - - b u t  we’re s t u c k  w i t h  minus 0 . 4  
p e r c e n t  i n  A p r i l .  On a q u a r t e r l y  a v e r a g e  b a s i s ,  t h a t  p i ckup  w i l l  g i v e  
z e r o  growth i n  i n d u s t r i a l  o u t p u t  i n  t h e  second q u a r t e r .  We have  2 - 1 / 2  
p e r c e n t  growth a t  an  a n n u a l  r a t e  i n  t h e  f i r s t  q u a r t e r ,  b u t  w e  need a 
p ickup even t o  g e t  z e r o ,  g i v e n  t h a t  w e  a r e  s t a r t i n g  o u t  a t  a low 
number. 

MR. PARRY. Is t h a t  e x c l u d i n g  a u t o s ?  

MR. BLACK. I t ’ s  s t i l l  down: e v e r y t h i n g - -

MR. K I C H L I N E .  Autos  and t r u c k s ,  f o r  example,  were wor th  
a lmos t  3 / l O t h s  of t h e  4 / 1 0 t h s  d e c l i n e ,  s o  2 / 3  t o  3 / 4  o f  t h e  d e p r e s s i n g
f a c t o r  came o u t  o f  t h e  motor  v e h i c l e s  s e c t o r .  P r e s i d e n t  M o r r i s ,  you 
a sked  abou t  t h e  workweek. You’re  q u i t e  c o r r e c t :  t h e  numbers i n  t h e  
workweek were d e p r e s s e d  because  t h e r e  were r e l i g i o u s  h o l i d a y s  d u r i n g
t h a t  week. For  m a n u f a c t u r i n g  p r o d u c t i o n  h o u r s ,  t h e y ’ r e  down someth ing
l i k e  1 p e r c e n t .  Looking a t  t h e  p a t h  o v e r  t h e  l a s t  20 y e a r s ,  i n  t h e  
f e w  y e a r s  i n  which t h i s  h a s  o c c u r r e d  v i r t u a l l y  3 / 5 t h s  t o  2 / 3 r d s  o f  
t b a t  i s  a l l e g e d  by o u r  f o l k s  who do t h i s  t o  have been  accoun ted  f o r  by
t h e  e f f e c t  o f  t h e  h o l i d a y s .  S o ,  a l o t  o f  t h a t  h a s  been d i s c o u n t e d  i n  
p u t t i n g  t o g e t h e r  t h e  i n d u s t r i a l  p r o d u c t i o n  d a t a .  

MR. FORRESTAL. J i m ,  I wanted t o  r a i s e  a q u e s t i o n  abou t  
commodity p r i c e s .  Obv ious ly ,  t h e y  s h o t  up i n  t h e  most recent  month. 
Are t h e r e  any  s p e c i a l  f a c t o r s  t h a t  would accoun t  f o r  t h a t  o r  do you
t h i n k  i t ’ s  a more permanent t y p e  o f  a d j u s t m e n t ?  

MR. K I C H L I N E .  Well, t h e r e  a r e  l o t s  o f  s p e c i a l  f a c t o r s .  I t  
depends on which m a r k e t .  On t h e  CRB f u t u r e s ,  Don was r e p o r t i n g  on 
F r i d a y  t h a t  b e f o r e  it r a i n e d  it was t h e  d r y  Midwest:  and t h e n  t h e  
r a i n s  came i n  t h e  Midwest and p r i c e s  plummeted. So p a r t  o f  i t ,  I 
t h i n k ,  i s  j u s t  h e i g h t e n e d  e x p e c t a t i o n s  i n  l o o k i n g  f o r  a n y t h i n g  [ a s  a 
r e a s o n ] .  Some o f  t h e  l i v e s t o c k  p r i c e s ,  w e  t h i n k ,  r e f l ec t  t h e  l a t e  
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w i n t e r  wea the r  and t h e  snowstorms i n  t h e  Midwest.  I n  l e a d  and z i n c  
m a r k e t s ,  we’ve looked  a t  Canadian s t r i k e s .  When you go th rough  a l l  of 
i t ,  you can  l o o k  a t  s p e c i a l  f a c t o r s .  The f a c t  i s  s imply  t h a t  t h e  
marke t s  have been v e r y  s e n s i t i z e d  t o  i n f l a t i o n a r y  e x p e c t a t i o n s  and 
s o r t  of l o o k  f o r  a n  o p p o r t u n i t y  t o  d r i v e  p r i c e s  u p .  But t h e r e  a r e  
l o t s  o f  s p e c i a l  f a c t o r s ,  and pe rhaps  some r e a c t i o n s  have been v e r y
much overdone .  I t ’ s  c l e a r  t o  me t h a t  i t ’ s  j u s t  he igh tened  s e n s i t i v i t y  
t o  i n f l a t i o n  a t  work. 

MR.  GUFFEY. Do you c a l l  t h a t  s p e c u l a t i o n ?  

MR. K I C H L I N E .  If you wi sh .  

CHAIRMAN VOLCKER. M r .  P a r r y ,  you wanted t o  make more g e n e r a l  
comments, I hope.  

MR. PARRY. M r .  Chairman, b a s i c a l l y ,  I a g r e e  w i t h  t h e  s t a f f ’ s  
f o r e c a s t  o f  r e a l  GNP f o r  t h i s  y e a r  and n e x t .  The growth r a t e s  of 3 
p e r c e n t  and 2 - 1 1 2  p e r c e n t ,  r e s p e c t i v e l y ,  c e r t a i n l y  seem r e a s o n a b l e  t o  
m e .  I a l s o  would a g r e e  t h a t  t h e  pr imary  s o u r c e  o f  s t r e n g t h  i s  l i k e l y  
t o  be  a n  improved n e t  e x p o r t  p o s i t i o n .  However, a s  would be  i n d i c a t e d  
from some o f  o u r  d i s c u s s i o n ,  I would expec t  t h e  improvement i n  t h i s  
a r e a  t o  be somewhat l ess  and t h e  s t r e n g t h  of consumpt ion ,  p a r t i c u l a r l y  
t h a t  of s e r v i c e s ,  t o  be  s l i g h t l y  g r e a t e r .  I n  t h e  i n f l a t i o n  a r e a ,  I 
t h i n k  a good c a s e  can  be made f o r  a 4 t o  4-112  p e r c e n t  r a t e  of 
i n f l a t i o n  i n  t h e  remain ing  q u a r t e r s  o f  t h i s  y e a r ,  a s  compared t o  t h e  
s t a f f ’ s  f o r e c a s t  of a g r a d u a l  d e c l i n e  t o  a 3 . 2  p e r c e n t  ra te  i n  t he  
f o u r t h  q u a r t e r  o f  1 9 8 7 .  We have seen  a l a r g e  i n c r e a s e  i n  t h e  r e a l  
p r i c e  o f  o i l ,  which cou ld  have s i g n i f i c a n t  e f f e c t s  on t h e  i n f l a t i o n  
r a t e  d u r i n g  t h e  rest  o f  t h i s  y e a r .  I t h i n k  i t ’ s  g e n e r a l l y  a g r e e d - ­
c e r t a i n l y  i n  o u r  f o r e c a s t  and t h e  s t a f f ’ s  f o r e c a s t - - t h a t  p r i c e s  of 
n o n - o i l  i m p o r t s  a r e  go ing  t o  c o n t i n u e  t o  r i s e  i n  a n  a r e a  i n  e x c e s s  o f  
10  p e r c e n t .  Moreover ,  t h e  d e c l i n e  i n  t h e  unemployment r a t e ,  I 
b e l i e v e .  t a k e s  us i n t o  t h e  r ange  o f  f u l l  employment o f  l a b o r  
r e s o u r c e s .  And, f i n a l l y ,  i n f l a t i o n a r y  e x p e c t a t i o n s  seem t o  be more 
s e r i o u s ,  j u d g i n g  from f i n a n c i a l  marke t  developments  f o r  t h e  l a s t  s i x  
weeks.  A s  f a r  a s  1 9 8 8 ’ s  i n f l a t i o n  r a t e  i s  conce rned ,  t h e r e  i s  q u i t e  a 
p ickup i n  t h e  s t a f f ’ s  f o r e c a s t  o f  t h e  i n f l a t i o n  r a t e .  And I t h i n k  t h e  
f a c t o r s  t h a t  I mentioned a r e  l i k e l y  t o  c a u s e  t h a t  t o  o c c u r .  

CHAIRMAN VOLCKER. M r .  B lack .  

MR. BLACK. Mr. Chairman, I come o u t  p r e t t y  c l o s e  t o  t h e  
Board s t a f f ’ s  f o r e c a s t .  We a r e  a t a d  s t r o n g e r  t h a n  t h e y  a r e  and had 
been even s t r o n g e r :  b u t  we moved more c l o s e l y  t o  them because  o f  t h e  
weakness i n  consumption i n  t h e  f i r s t  q u a r t e r ,  even  a b s t r a c t i n g  from 
t h e  au tomobi l e  s i t u a t i o n .  I a g r e e  w i t h  t h e  p o i n t  t h a t  Bob P a r r y  j u s t  
made t h a t  t h e  b a l a n c e  of  t r a d e  i s  go ing  t o  be  t h e  s t r o n g e s t  p a r t  o f  
i t .  I t h i n k  Ed Boehne r e a l l y  put  h i s  f i n g e r  on what i s  a more 
i m p o r t a n t  i s s u e  t h e r e ,  and t h a t  i s  t h e  e x t e n t  t o  which t h e  g e n e r a l
o u t l o o k  a t  t h e  moment i s  c o r r e c t l y  r e f l e c t i n g  t h e  amount o f  i n f l a t i o n  
t h a t  we’ re  go ing  t o  have .  There  a r e  a l o t  of i n f l a t i o n a r y
e x p e c t a t i o n s  a round t h e  economy, a s  i n d i c a t e d  by t h e  bond m a r k e t s .  
And t h e r e ’ s  some q u e s t i o n  i n  my mind a s  t o  whether  t h a t ’ s  j u s t i f i e d .  
I t h i n k  a l l  of you know t h a t  I b e l i e v e  t h e  pr imary  o b j e c t i v e  o f  
monetary p o l i c y  i s  p r i c e  s t a b i l i t y :  b u t  based  on what knowledge w e  now 
have abou t  p r i c e s  I t h i n k  t h e r e ’ s  a t  l e a s t  some chance  t h a t  t h e  
marke t s  have o v e r s t a t e d  t h e  e x t e n t  t o  which t h e r e ’ s  a r i s k  o f  



5 / 1 9 / 8 7  - 1 2 -

a c c e l e r a t i o n  i n  p r i c e  p r e s s u r e s .  We’re c l e a r l y  e x p e r i e n c i n g  a l o t  of 
i n c r e a s e s  i n  p r i c e s  i n  t h e  energy  a r e a  and i n  food p r i c e s .  b o t h  a t  t h e  
consumer and t h e  producer  p r i c e  l e v e l s ;  and we’ve g o t t e n  s c a t t e r e d  
p r i c e  i n c r e a s e s  because  of  d e p r e c i a t i o n  o f  t h e  d o l l a r .  But t h e s e  a r e  
a l l  r e l a t i v e  p r i c e  i n c r e a s e s :  t h e y  d o n ’ t  n e c e s s a r i l y  mean t h a t  we’re 
going  t o  see t h a t  much i n c r e a s e  i n  t h e  o v e r a l l  p r i c e  l e v e l .  O f  
c o u r s e ,  we*ve  had t h i s  s t r e n g t h  t o  which many peop le  have a l l u d e d  i n  
t h e  commodity p r i c e s  and i n  commodity f u t u r e s .  B u t ,  a g a i n ,  t h e r e ’ s  a 
l o t  o f  n o i s e  i n  t h e s e  d a t a :  t h e r e  a r e  a l o t  o f  s p e c i a l  f a c t o r s  and 
t h e r e  i s  some q u e s t i o n  a s  t o  how a c c u r a t e  t h e s e  a r e  going  t o  b e  i n  
p r e d i c t i n g  what t h e  o v e r a l l  p r i c e  l e v e l  i s  r e a l l y  going  t o  do .  I 
d o n ’ t  want you t o  misunde r s t and  me; I’m n o t  s a y i n g  t h a t  I d o n ’ t  t h i n k  
t h e r e ’ s  any chance t h a t  we’ re  going  t o  have a pronounced r ise  i n  
i n f l a t i o n .  I j u s t  s imply  am n o t  q u i t e  convinced y e t  t h a t  t h o s e  f e a r s ,  
a s  e x p r e s s e d  i n  t h e  changing  n a t u r e  o f  t h e  y i e l d  c u r v e ,  a r e  r e a l l y
q u i t e  j u s t i f i e d  a t  t h i s  p o i n t .  The economy s t i l l  l o o k s  s o r t  o f  weak 
i n  s p o t s ,  s o  w e  ought  t o  t h i n k  about  it p r e t t y  c a u t i o u s l y .  But t h i s  
i s  t h e  p o i n t  a t  which I t h i n k  w e  u s u a l l y  have made our  e r r o r s  i n  
p o l i c y  i n  t h e  p a s t ,  s o  i t ’ s  something t o  which w e  want t o  g i v e  a g r e a t
d e a l  of  a t t e n t i o n .  

CHAIRMAN VOLCKER. M r .  Boykin.  

MR. B O Y K I N .  M r .  Chairman, w i t h  r e s p e c t  t o  t h e  s t a f f  
f o r e c a s t ,  i n  p r i n c i p l e ,  I p r e t t y  much go a long  w i t h  i t ,  a l t h o u g h  i t ’ s  
ha rd  t o  be  l o o k i n g  a t  it from t h e  p e r s p e c t i v e  of  ou r  D i s t r i c t ,  which 
c a u s e s  m e  t o  t h i n k  t h a t ,  i f  a n y t h i n g ,  it might  be  a l i t t l e  on t h e  h i g h
s i d e .  But i t ’ s  p robab ly  abou t  r i g h t .  On t h e  i n f l a t i o n  i s s u e ,  I do 
s h a r e  t h e  conce rn  t h a t  h a s  been expres sed  by t h e  s t a f f ,  p a r t i c u l a r l y  
i n  t h e  Greenbook, about  t h e  r i s e  i n  i n f l a t i o n a r y  t r e n d s .  I ’ m  
e s p e c i a l l y  wor r i ed  about  t h a t  i f  it shou ld  t r a n s l a t e  i n t o  wage 
p r e s s u r e s  n e x t  y e a r .  

Our E l e v e n t h  D i s t r i c t  economy would be c h a r a c t e r i z e d  a s  b e i n g
f l a t  and s t a b l e  a t  a p r e t t y  low l e v e l ,  c e r t a i n l y  f o r  u s .  If t h e  U . S .  
economy can m a i n t a i n  t h e  2 - 1 / 2  t o  3 p e r c e n t  growth,  I t h i n k  t h a t  w e  
have some p o s s i b i l i t i e s  o r  p o t e n t i a l  f o r  our  D i s t r i c t .  A f e w  of  t h e  
s e c t o r s  t h a t  have been per forming  p o o r l y  have begun t o  show a l i t t l e  
s i g n  of  improvement. O f  c o u r s e ,  w h a t ’ s  happening t o  energy  p r i c e s  h a s  
caused a b i t  o f  encouragement ,  a l t h o u g h  t o  g e t  a g r e a t  amount of  
r ecove ry  t h e r e  I t h i n k  p r i c e s  of  o i l  a r e  going  t o  have t o  go h i g h e r .
I n  a g r i c u l t u r e ,  w e  t h i n k  t h e  f i n a n c i a l  s t r a i n s  a r e  n o t  q u i t e  a s  g r e a t  
a s  t h e y  were; c e r t a i n l y ,  t h e  l i v e s t o c k  p r i c e s  and c o t t o n  l o o k  p r e t t y  
good. We do t h i n k  t h a t  we’ re  p robab ly  s e e i n g  now t h e  bot tom o f  t h e  
d e c l i n e  i n  l a n d  p r i c e s ,  b o t h  i n  r anch ing  and a g r i c u l t u r e .  I n  
manufac tu r ing ,  we’re s e e i n g  some s i g n s  o f  g e n e r a l  improvement w i t h  
d e f e n s e  and e l e c t r o n i c s  l e a d i n g  t h e  way t h e r e .  I n  r e a l  e s t a t e ,  I 
t h i n k  we’re s e e i n g  a l i t t l e  change i n  psychology a s  opposed t o  any
r e a l  change i n  s u b s t a n c e .  Most peop le  invo lved  i n  r e a l  e s t a t e  a r e  
s a y i n g  t h a t  by y e a r - e n d  w e  w i l l  see r e n t a l  p r i ces  and r e n t a l  r a t e s  
s t a r t i n g  t o  move back up and some improvement i n  t h e  p r i c e  of  l a n d .  
We had a v e r y  r e a l  p s y c h o l o g i c a l  impact  w i t h  J C  Penney moving o u t  o f  
N e w  York t o  D a l l a s .  For  some r e a s o n ,  t h a t  seems t o  have convinced 
everybody i n  t h e  me t rop lex  t h a t  ou r  w o r r i e s  a r e  ove r  now. I t h i n k  
t h e r e  h a s  been a b i t  t o o  much euphor i a  r e g a r d i n g  t h e  i n t e r e s t  o f  
companies i n  moving t o  Houston and D a l l a s  because  o f  a t t r a c t i v e  r e a l  
e s t a t e  p r o p e r t i e s  and o t h e r  i n c e n t i v e s  t h a t  a r e  t h e r e .  O f  c o u r s e ,  w e  
have had t h e  s h a r p  drop  o f f  i n  c o n s t r u c t i o n :  we’re f e e l i n g  t h a t .  
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Banking conditions continue to deteriorate. We’re leading, certainly,
in bank closings. In Texas s o  far there have been about 27 and we’re 
looking for maybe 3 or 4 this week. We don’t see very much slowdown 
on that, although our new branching law in Texas has certainly made it 
much easier to find potential buyers and resolve these problems. On 
the whole. we don’t have a lot of cause for optimism. but certainly. 
we think the economic conditions are no longer deteriorating in our 
part of the world. 

CHAIRMAN VOLCKER. Mr. Stern 


MR. STERN. Thank you, Mr. Chairman. With regard to the 
national economy, it seems to me that, at least on the real side. s o  
far things are unfolding about as we expected. The first quarter
growth was in inventories and in net exports, and I think that was 
largely anticipated. Some of the weakness in other components seemed 
to be due to changes in tax laws that accelerated expenditures in the 
fourth quarter--inauto sales and so forth. So. it seems to me that. 
basically, we’re on course and the Greenbook forecast is certainly in 
the ballpark. If there has been any surprise, to me it has been the 
real strength in employment. If you go back over the last 4 .  6. 8 
months. the increase in jobs has been running at about a 3 million 
pace, at an annual rate. Even if the base is somewhat sensitive to 
when strikes did and didn’t occur, there certainly seems to be no 
evidence to date of any slowing in employment growth relative to the 
last couple of years, to put it cautiously. One surprise that has 
occurred is in states in our District where I think it’s true 
universally that both the fourth quarter of last year and the first 
quarter of this year were better than we had expected and better than 
most other analysts out our way had expected. Good weather may have 
had something to do with that: it’s hard to know how to quantify that. 
Certainly, the employment gains and the income gains in our states in 
both the fourth and first quarters surpassed expectations. 

With regard to commodity prices, I did have a chance to talk 
to some of the people at the grain trading firms in the Twin Cities 
the last several days and I got a two-part explanation. Part of the 
explanation with regard to agricultural commodities was based on 
weather concerns here and abroad. coupled with the acreage set-aside 
program and the idea that this was the first time in several years
where. because of those concerns, purchasers wanted to lock things in. 
But the second explanation I got was simply that commodity prices are 
low and the dollar is low--kindof an inflationary-expectations view 
that they were about to go up, or at least they didn’t seem likely to 
go much lower. Frankly. I think it’s the phenomenon we’re seeing in 
the bond market as well. It’s clear, or at least I think it’s clear,
that you can’t explain what has happened to commodity prices with any
real phenomenon today. It has to be largely expectations. 

CHAIRMAN VOLCKER. Mr. Keehn. 


MR. KEEHN. Our outlook for the economy is certainly

consistent with the staff’s forecast. As we look at developments in 

our District the situation really does continue to improve, and I 

think the general outlook is certainly more positive. Auto production

is an exception: Jim Kichline has already commented on that. But I 

would say that maybe we have a slight difference on the truck side of 

the automotive business. From the people I’ve talked to in Detroit. 
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t h e y  would a n t i c i p a t e  a s l i g h t  i n c r e a s e  i n  t h e i r  p r o d u c t i o n  s c h e d u l e  
f o r  t r u c k s ,  b o t h  i n  t h e  second and t h i r d  q u a r t e r s .  The s t e e l  b u s i n e s s  
h a s  been  s u r p r i s i n g l y  good,  b e t t e r  t h a n  w e  would have  e x p e c t e d .  Some 
o f  t h e  s h e e t  s t e e l  p r o d u c e r s  a re  o p e r a t i n g  p r e t t y  much a t  c a p a c i t y ,  
w i t h  a l o t  o f  t h a t  go ing  i n t o  a p p l i a n c e s .  A l s o ,  t h e  demand f o r  some 
c a t e g o r i e s  o f  s t e e l  t h a t  i n  t h e  p a s t  h a s  been v e r y  s low i s  b e g i n n i n g  
t o  p i c k  up .  I a m  somewhat s u r p r i s e d ,  f o r  example,  t h a t  s t e e l  go ing  
i n t o  g a s  p i p e l i n e s  i s  improv ing ,  and even s t e e l  f o r  r a i l r o a d  equipment
i s  h i g h e r  t h a n  it h a s  been .  C o n s t r u c t i o n  a c t i v i t y  c o n t i n u e s  t o  be  
v e r y  s t r o n g .  I n e v e r  c e a s e  t o  be  amazed, b u t  commercial  b u i l d i n g s  i n  
Chicago a re  c o n t i n u i n g  t o  be  s t a r t e d  and t o  go under  c o n s t r u c t i o n .  
R e s i d e n t i a l  c o n s t r u c t i o n  h a s  been v e r y  h i g h  i n  o u r  D i s t r i c t .  Home 
s t a r t s  t h i s  y e a r  s o  f a r  have  been s i g n i f i c a n t l y  h i g h e r  t h a n  t h e  
n a t i o n a l  a v e r a g e .  A s  a consequence ,  t h e  demand f o r  b u i l d i n g  p r o d u c t s  
h a s  been  s t r o n g .  For  example,  t h e y ’ v e  produced gypsum i n  t h e  f i r s t  
q u a r t e r  a t  an  a b s o l u t e l y  r e c o r d  l e v e l .  

On t h e  a g r i c u l t u r a l  s i d e ,  I ’ d  c o n f i r m  what Bob Boykin h a s  
j u s t  s a i d .  I t  seems t o  us t h a t  t h e  l a n d  v a l u e s  r e a l l y  a r e  b e g i n n i n g  
t o  s t a b i l i z e .  Our f i r s t - q u a r t e r  s u r v e y  i n d i c a t e d  some s t a b i l i t y  t h e r e  
f o r  t h e  f i r s t  t i m e  i n  a l o n g  t i m e ,  and though one q u a r t e r  d o e s n ’ t  a 
t r e n d  make, n o n e t h e l e s s  it i s  c e r t a i n l y  an  improvement.  O f  c o u r s e ,  
t h e  commodity p r i c e s - - t h e  i n c r e a s e s  f o r  b o t h  c o r n  and soybeans  
r e c e n t l y - - h a v e  been  a v e r y  s i g n i f i c a n t  h e l p  r e l a t i n g  t o  l a n d  v a l u e s .  
T h i s  h a s  n o t  gone t h r o u g h  t o  t h e  t r a c t o r  and implement m a n u f a c t u r e r s  
where t h e  s i t u a t i o n  c o n t i n u e s  t o  be  v e r y ,  v e r y  t o u g h .  Dealer 
i n v e n t o r i e s  a r e  low.  T h e r e ’ s  a l o t  o f  f l o o r  t r a f f i c ,  I ’ m  t o l d ,  b u t  
v e r y  f e w  s a l e s .  The f a r m e r s  a r e  r e d u c i n g  t h e i r  d e b t ;  it c e r t a i n l y  i s  
a good t h i n g  t h a t  t h e y ’ r e  r e d u c i n g  t h e i r  d e b t  j u s t  a s  f a s t  as  t h e y  
c a n .  And, t h e r e f o r e ,  t h e y ’ r e  n o t  i n  a p o s i t i o n  t o  t a k e  on new 
o b l i g a t i o n s  f o r  equipment .  But i t ’ s  p o s s i b l e  t h a t  t h e  a g r i c u l t u r a l
s i t u a t i o n  i s  s t a b i l i z i n g ,  a d m i t t e d l y  a t  a low l e v e l ,  and t h a t  it won’t  
c o n t i n u e  t o  d e c l i n e .  

I must s a y  t h a t  I f i n d  t h e  i n f l a t i o n  i s s u e  v e r y ,  v e r y  
p e r p l e x i n g .  A b s o l u t e l y  everybody i s  t a l k i n g  abou t  it and wor ry ing  
a b o u t  i t ,  and I t h i n k  t h a t  i n  i t s e l f  can  be  a l i t t l e  s e l f - f u l f i l l i n g .
[ I t ’ s  n o t  i n ]  t h e  numbers w e  l o o k  a t ,  a s  w e  have commented. O u t s i d e  
o f  t h e  food  and t h e  ene rgy  s e c t o r s ,  I can  f i n d  v e r y  f e w  p e o p l e  who a re  
t a l k i n g  a b o u t  p r i c e  i n c r e a s e s  t h a t  seem t o  b e  o u t  o f  l i n e .  There  a re  
a w h o l e s a l e  se r ies  o f  p r i c e  i n c r e a s e s  o f  t h e  2 o r  3 p e r c e n t  c a t e g o r y ;
t h o s e  seem t o  b e  t h e  norm. I guess  t h e  d i f f e r e n c e  i s  t h a t  t h i s  t ime 
l a s t  y e a r ,  and r e a l l y  u n t i l  v e r y  r e c e n t l y ,  w e  were t a l k i n g  abou t  p r i c e  
d e c r e a s e s ;  now we’re t a l k i n g  abou t  p r i c e  i n c r e a s e s  o f  2 t o  3 p e r c e n t .
I t h i n k  t h e r e ’ s  a v e r y  i m p o r t a n t  s h i f t  i n  t h e  psychology t h a t  goes  
a l o n g  w i t h  t h a t  change o f  go ing  from d e c r e a s e s  t o  i n c r e a s e s .  
C e r t a i n l y ,  l o n g - t e r m  r a t e s  a r e  t e l l i n g  u s  someth ing .  T h e y ’ r e  e i t h e r  
s a y i n g  we’re go ing  t o  g e t  v e r y ,  v e r y  s t r o n g  economic growth o r  t h e  
r a t e  o f  i n f l a t i o n  i s  go ing  t o  p i c k  up .  And, r e l a t e d  t o  Bob B l a c k ’ s  
comment, I t h i n k  t h a t  it i s  pe rhaps  a p p r o p r i a t e  t h a t  w e  t a k e  some 
s t e p s  t o  t r y  and r e a s s u r e  t h e  marke t s  w i t h  r e g a r d  t o  o u r  commitment t o  
p r i c e  s t a b i l i t y .  

CHAIRMAN VOLCKER. M r .  F o r r e s t a l .  

MR. FORRESTAL. L e t  m e  s a y  a b r i e f  word o r  two abou t  t h e  
r e g i o n  f i r s t .  C o n d i t i o n s  i n  t h e  S o u t h e a s t  a r e  p r e t t y  much t h e  same a s  
I ’ v e  been  r e p o r t i n g  o v e r  t h e  p a s t  c o u p l e  of months ,  w i t h  weakness i n  



5 119187 -15 - 


t h e  ene rgy  s t a t e s  c o n t i n u i n g  and g e n e r a l l y  f a v o r a b l e  o u t l o o k s  f o r  most 
o f  t h e  o t h e r  s t a t e s  i n  t h e  D i s t r i c t .  Even i n  t h e  s t r o n g e r  s t a t e s .  
v e r y  l i t t l e  p r e s s u r e  i s  b e i n g  r e p o r t e d  on wages. Tennessee  i s  a 
l i t t l e  d i f f e r e n t .  Tha t  s t a t e  h a s  been  p r e t t y  much f u n c t i o n i n g  a t  t he  
n a t i o n a l  a v e r a g e  b u t  we’ re  now beg inn ing  t o  s e e  some s o f t n e s s  s i n c e  
many o f  t h e  i n d u s t r i e s  t h e r e  a r e  gea red  t o  consumer d u r a b l e s ,  which 
have been p r e t t y  weak. Many. o f  c o u r s e ,  a r e  s u p p l i e r s  t o  hous ing  as 
w e l l  a s  t o  t h e  a u t o  s e c t o r .  And, I guess  symptomatic o f  w h a t ’ s  go ing  
on i n  t h e  au tomobi l e  i n d u s t r y ,  t h e r e  i s  a s c a l i n g  down o f  G M ’ s  h i g h l y -
t o u t e d  S a t u r n  p l a n t s  n e a r  N a s h v i l l e .  Together  w i t h  t h a t ,  we’ve s e e n  
some unwinding of t he  s p e c u l a t i v e  i n c r e a s e s  i n  t h e  l a n d  p r i c e s
s u r r o u n d i n g  t h a t  p l a n t .  Another  i n t e r e s t i n g  phenomenon i s  i n  t h e  
t e x t i l e  i n d u s t r y ,  which had been compla in ing  b i t t e r l y  abou t  i m p o r t s
and c r y i n g  f o r  a l o n g  t i m e  f o r  p r o t e c t i o n i s t  measu res .  They a r e  
c o n t i n u i n g  t o  r e p o r t  v e r y  good demand. h i g h  l e v e l s  of a c t i v i t y ,  and 
r e c o r d  e a r n i n g s  i n  many p l a n t s .  Maybe t h i s  i s  a n  example we can  p o i n t  
t o  of how more e f f i c i e n t  management, au tomat ion ,  and c o s t  c u t t i n g  can  
p u l l  an i n d u s t r y  t h a t  i s  d e a l i n g  w i t h  impor t  problems o u t  of t h e i r  
problems w i t h o u t  p r o t e c t i o n i s t  l e g i s l a t i o n .  A s  o t h e r s  have r e p o r t e d .
fa rm v a l u e s  a r e  s t a b l e  now and moving somewhat h i g h e r  i n  some p a r t s  of 
t h e  D i s t r i c t  due  t o  t h e  g e n e r a l l y  b e t t e r  a g r i c u l t u r a l  o u t l o o k  and 
p a r t l y  t o  s t r o n g e r  economies i n  t h e  a r e a .  I n  g e n e r a l ,  I t h i n k  t h e  
o u t l o o k  i n  t h e  r e g i o n  i s  a l i t t l e  more f a v o r a b l e  t h a n  it had b e e n - ­
o u t s i d e  o f  L o u i s i a n a ,  which c o n t i n u e s  t o  s u f f e r  f rom t h e  ene rgy-
r e l a t e d  problems.  But even t h e r e ,  t h e r e  i s  some f e e l i n g  t h a t  t h i n g s  
may be  b e g i n n i n g  t o  t u r n  a round .  

I n f l a t i o n  i s  c l e a r l y  t h e  number one t o p i c  of c o n v e r s a t i o n  
among p e o p l e  I t a l k  t o .  I n t e r e s t i n g l y .  though.  w h i l e  t h e y ’ r e  t a l k i n g
about  i n f l a t i o n  and t h e i r  f e a r  o f  i n f l a t i o n ,  some of my d i r e c t o r s  a r e  
a l s o  r e p o r t i n g  t h a t  t h e y ’ r e  u n a b l e  t o  g e t  any p r i c e  i n c r e a s e s .  They 
r e p o r t  t h a t  a s  soon  a s  t h e y  t r y  t o  g e t  a p r i c e  i n c r e a s e ,  t h e  cus tomer  
p u t s  t h e  [ p r o p o s a l ]  o u t  f o r  b i d s .  Very o f t e n .  t h o s e  b i d s  a r e  accep ted  
a t  a lower l e v e l ,  s o  t h e y  have  t o  r u n  back  and g e t  t h e  cus tomer  booked 
on t h e  lower  p r i c e .  

With r e s p e c t  t o  t h e  n a t i o n a l  economy, o u r  o u t l o o k  i s  p r e t t y
much t h e  same a s  it h a s  been f o r  some t ime .  I had been concerned 
about  t h e  downside r i s k s  i n  t h e  economy: I s t i l l  have some o f  t h a t  
concern  b u t  I guess  it h a s  d imin i shed  a l i t t l e  s i n c e  t h e  economy l o o k s  
j u s t  a t a d  b e t t e r  t h a n  it had been .  On b a l a n c e .  I t h i n k  w e ’ r e  q u i t e
c l o s e  t o  t h e  Greenbook f o r e c a s t  a l t h o u g h  w e .  l i k e  some o t h e r s .  would 
e x p e c t  h i g h e r  i n f l a t i o n  i n  t h e  l a t t e r  p a r t  o f  t h e  y e a r  r a t h e r  t h a n  a 
t a p e r i n g  o f f  a s  t h e  Greenbook s u g g e s t s .  A l l  t h i n g s  c o n s i d e r e d ,  it 
seems t o  me t h a t  t h e  o u t l o o k  i s  g e n e r a l l y  f a v o r a b l e  f o r  t h e  economy 
and I t h i n k  we’ re  do ing  abou t  a s  w e l l  a s  we can .  If w e  g e t  3 p e r c e n t .
we’ re  p robab ly  go ing  t o  be a t  abou t  t h e  p o t e n t i a l  f o r  t h e  economy.
Although i n f l a t i o n  c l e a r l y  i s  a conce rn  and I would s h a r e  t h a t  
c o n c e r n ,  t h e  b i g  change I would n o t e  i s  t h a t  we’ve s u c c e s s i v e l y  o v e r  
t h e  p a s t  c o u p l e  o f  months lowered our  e x p e c t a t i o n s  o f  growth i n  o u r  
t r a d i n g  p a r t n e r s  ab road .  And my major  conce rn  a t  t he  moment i s  t h a t  
t h e  w o r l d ’ s  economic performance i s  becoming i n c r e a s i n g l y  dependent  on 
our  economy. Given t h e  r e l u c t a n c e  t h a t  was confirmed t h i s  morning o f  
some o f  o u r  t r a d i n g  p a r t n e r s  t o  s t i m u l a t e  t h e i r  economies,  I t h i n k  
t h a t  w e  have t h e  p o t e n t i a l  f o r  r i s k s  g l o b a l l y .  So .  i n  t e r m s  o f  
p o l i c y .  I guess  I ’ m  w i l l i n g  t o  l i v e  w i t h  a l i t t l e  more i n f l a t i o n ,  i f  
i n  f a c t  t h a t  comes a b o u t .  s i n c e  i t  seems t o  m e  t h a t  t h e  r i s k s  t o  t h e  
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world from a s i g n i f i c a n t  slowdown i n  our  economy a r e  even m o r e  
worr isome.  

CHAIRMAN VOLCKER. Mr. Guffey .  

MR. GUFFEY. Thank you,  M r .  Chairman. A s  t o  t h e  o u t l o o k  on a 
n a t i o n a l  l e v e l ,  we’re v e r y  c l o s e  t o  t h e  Greenbook f o r e c a s t :  I have no 
r e a l  q u a r r e l  w i t h  i t .  We’re j u s t  a t a d  h i g h e r  on i n f l a t i o n  t h a n  t h e  
Greenbook, b u t  beyond t h a t ,  it seems t o  be a r e a s o n a b l e  f o r e c a s t .  

With r e s p e c t  t o  t h e  r e g i o n ,  it seems t o  m e  t h a t  t h e r e  has  
been a b i t  o f  a change i n  t h e  ou t look  of  p a r t i c i p a n t s  i n  t h e  b u s i n e s s ,  
a g r i c u l t u r a l ,  and energy  s e c t o r s .  I t  i s n ’ t  c l e a r  t o  m e  why, because  
t h e  numbers d o n ’ t  r e a l l y  r e v e a l  t h a t  t h i n g s  have t u r n e d  up.  What has  
occur red  i n c l u d e s  developments  t h a t  have been mentioned around t h e  
t a b l e :  f o r  example,  t h e  s t a b i l i z a t i o n ,  o r  t h e  l a c k  of  f u r t h e r  d e c l i n e ,  
i n  a g r i c u l t u r a l  l a n d  p r i c e s :  and a b i t  o f  g r e a t e r  a c t i v i t y  i n  t h e  
energy  s e c t o r ,  b o t h  i n  t h e  pe t ro l eum and n a t u r a l  gas  a r e a .  I t  may be 
t h a t ,  a s  a r e s u l t  o f  hav ing  looked  a t  a d e c l i n e  ove r  rough ly  t h e  l a s t  
3 t o  4 y e a r s ,  when peop le  d o n ’ t  see t h e  d e c l i n e  c o n t i n u i n g  t h e n  t h a t ’ s  
c a u s e  f o r  opt imism. A s  a m a t t e r  of  f a c t ,  i n  t h e  a g r i c u l t u r a l  s e c t o r ,  
f o r  example--and t h e  comments about  t h e  a g r i c u l t u r a l  l a n d  p r i c e s
s t a b i l i z i n g  a r e  r e v e a l e d  i n  ou r  most r e c e n t  su rvey  a s  w e l l - - t h e r e  have 
been some f a i r l y  s i z a b l e  a g r i c u l t u r a l  l a n d  s a l e s ,  b u t  t h e y  a r e  
g e n e r a l l y  l e d  by t h e  F e d e r a l  Land Bank. And t h o s e  a r e  a l l  induced by
c o n c e s s i o n a l  i n t e r e s t  r a t e  a r r angemen t s .  That  i s ,  t h e y  w i l l  s e l l  bu t  
t h e y ’ l l  f i n a n c e  a t  2 ,  3 ,  o r  4 p e r c e n t  and ,  t h e r e f o r e ,  it makes it 
r e a s o n a b l e  f o r  some of  t h e  p roduce r s  t o  p i c k  up t h a t  l a n d .  When it 
comes t o  o t h e r  l a n d  s a l e s ,  w e  f i n d  t h e y  a r e  l a r g e l y  t o  t h e  fa rmer  nex t  
door  who wasn’ t  caught  i n  t h e  d e b t  burden s i t u a t i o n  and who s imply
b e l i e v e s  t h a t  t h e  a g r i c u l t u r a l  l a n d  v a l u e s  a t  t h e  moment a r e  such  t h a t  
he wants  t o  add t o  h i s  o t h e r  l a n d  h o l d i n g s  and can make t h e  numbers 
work a t  t h e s e  p r i c e s .  I would s a y  t h a t  t h i s  q u a r t e r  was t h e  f i r s t  
t i m e  i n  s i x  y e a r s  t h a t  a g r i c u l t u r a l  l a n d  v a l u e s  have n o t  con t inued  t h e  
d e c l i n e .  And t h e y ’ r e  roughly  now 55 p e r c e n t  of  what t h e y  were i n  
v a l u e  i n  1981.  That  i s  coupled  w i t h  o t h e r  t h i n g s  i n  t h e  a g r i c u l t u r a l
a r e a - - f o r  example,  t h e  p r o j e c t i o n  t h a t  t h e  wheat c r o p  t h a t  w i l l  be  
h a r v e s t e d  s t a r t i n g  now and i n t o  June  and J u l y  w i l l  be  something i n  t h e  
neighborhood of  t h e  s i x t h  l a r g e s t  wheat c rop  e v e r  produced ,  which 
means t h a t  t h e  government a g r i c u l t u r a l  p o l i c y  i s  t h e  one t h a t  i s  going 
t o  p i c k  up and buy t h a t  g r a i n  u n l e s s  e x p o r t s  p i c k  up .  There h a s  been 
some e u p h o r i a ,  i f  you w i l l ,  among t h o s e  p roduce r s  because  o f  t h e  
Russ i an  a g r i c u l t u r a l  wheat and g r a i n  s a l e  and e x p o r t  p r o s p e c t s .  I n  
t h e  c a t t l e l r e d  meat marke t ,  t h e y  a r e  s t i l l  making money and t h a t  
shou ld  c o n t i n u e .  

With r e g a r d  t o  t h e  q u e s t i o n  of  i n f l a t i o n ,  i n  t a l k i n g  w i t h  t h e  
a g r i c u l t u r a l  and s m a l l  b u s i n e s s  r e p r e s e n t a t i v e s ,  ou r  Board of  
D i r e c t o r s ,  and o t h e r  b u s i n e s s  p e o p l e ,  I d o n ’ t  h e a r  a s  much t a l k  about  
p r i c e  i n c r e a s e s  i n  ou r  r e g i o n  a s  I ’ v e  j u s t  hea rd  around t h i s  t a b l e .  
A s  a m a t t e r  of  f a c t ,  I ’ v e  hea rd  o f  some p r i c e  i n c r e a s e s  b e i n g  pu t  i n  
p l a c e  b u t  n o t  s t i c k i n g :  t h e y  a r e  backing  o f f  from them. If we’ re  
concerned  about  i n f l a t i o n - - w h i c h  obv ious ly  w e  shou ld  be  i f  our  
o b j e c t i v e  i s  p r i c e  s t a b i l i t y - - i t  seems t o  m e  t h a t  t h e  p r e s s u r e s  a r e  
coming l a r g e l y  from food and energy  and impor t  p r i ces .  Those a l l  
shou ld  be  one - t ime  i n c r e a s e s .  A s  a r e s u l t ,  u n l e s s  one b e l i e v e s  t h a t  
i n f l a t i o n a r y  e x p e c t a t i o n s  a r e  going  t o  be b u i l t  i n t o  t h e  wage l e v e l s ,  
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I don’t believe we should be taking actions, at this point at least. 

to offset higher prices coming from those sources alone. 


CHAIRMAN VOLCKER. Ms. Seger. 


MS. SEGER. I continue to be concerned about the sluggishness
that I see in the economy. I thought the industrial production
figures for April showed widespread weakness. Admittedly. it was 
concentrated in autos, but that certainly wasn’t the whole story.
Even the March figures showed some weakness beyond autos. I discussed 
this with Jim Kichline and I am wondering if we have enough weakness 
built into our figure for 1987 for the auto industry because, in my
judgment, we haven’t yet seen the impact of the recent runup in 
interest rates on most of these indicators since so much of it took 
place in April and so far in May. So.  I am concerned that the 
forecast may be a bit high there. 

Because I am interested in autos--and from the comments 

around the table some others may be too--1will share a couple of 

observations that I got from 


They are basically very
disappointed in the auto sales figures in April and, particularly, in 
early May. At General Motors, they are using incentives selectively:
generally, they have a combination of the rebates to consumers. the 
special deals on interest rates, and also some rebates that they are 
giving directly to the dealers themselves. For example, Cadillac will 
pay between $1000 and $2000 per car for every one that the dealer 
moves of certain slow-moving models. That’s tremendous. Also,
imports for the first time are not selling very well. The Japanese 
are not selling up to their quota, even with the incentives that they 
are offering. lost money in January and February: that’s 
not a terribly good sign. Inventories. of course, are extremely
heavy. The comment was that they have no more asphalt to put the cars 
on and now they are going to corn fields and wheat fields. Also. it 
was pointed out to me that the statistics that have been reported so 
far this year may, in fact, overstate the strength of the true retail 
demand because the fleet sales were concentrated in the first couple
months of the year and they have been running 25 to 30 percent of the 
deliveries so far. Fleet sales do go through dealers and, therefore. 
are picked up in these numbers that we follow. 

A couple of comments again, they are very
disappointed with the pace of auto sales, particularly in April and 
early May. They point out that trucks also were showing some 
weakness. They think forty thousand more units will be removed from 
production schedules over the next three months because of the 
continued oversupply of new cars. They don’t have the same attitude 
about dealing with their retailers as what to 
produce and then dumps them on the dealers. takes into 
account more what the dealers would like to receive. Also,
is using a negative real GNP growth figure for this quarter, about 
minus 1-1/2 percent seasonally adjusted at an annual rate. mainly
because there is no inventory buildup. They expect auto sales of 10 
million units for 1987 versus 11.4 million last year. If they are 
right. of course, that’s around 400.000 less. I believe, than what we 
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are  u s i n g .  
But a g a i n ,  t h e s e  a r e  numbers t h a t  a r e  

b e i n g  rev iewed because  o f  t h e  r e c e n t  u p t i c k  i n  i n t e r e s t  r a t e s .  Across  
t h e  b o a r d ,  t h e r e  i s  a mass ive  e f f o r t  t o  h i k e  s a l e s  because  t h e r e  a r e  
g r e a t  economies t o  keep ing  t h e  p r o d u c t i o n  l i n e s  r u n n i n g .  T h e r e f o r e ,  
where it used  t o  b e  t h a t  a u t o  p r o d u c t i o n  was c y c l i c a l ,  now t h e  
p r o d u c t i o n  i s  more s t a b i l i z e d  and p r o f i t s  a r e  c y c l i c a l .  A f i n a l  p o i n t  
i s - - a n d  t h i s  i s n ’ t  a v e r y  good s i g n  a s  I r e a d  i t - - t h a t  more and more 
peop le  a r e  t a k i n g  t h e  r e b a t e s ,  when o f f e r e d ,  because  t h e y  need it f o r  
t h e  down payment.  I n  o t h e r  words ,  t h e y  a re  t h a t  m a r g i n a l l y  i n  t h e  
m a r k e t .  They a r e  a l s o  go ing  f o r  t h e  l o n g e r - t e r m  c o n t r a c t s  i n  o r d e r  t o  
g e t  a month ly  payment t h a t  w i l l  f i t  i n t o  t h e i r  b u d g e t s .  S o ,  t h o s e  
o b s e r v a t i o n s  made m e  even  more concerned  abou t  t h e  fundamenta l  
s t r e n g t h  o f  t h e  economy. 

I n  terms o f  w h a t ’ s  happening  on t h e  i n f l a t i o n  f r o n t ,  I t h i n k  
i n  a way maybe w e  o u r s e l v e s  a r e  c o n t r i b u t i n g  t o  it because  w e  t a l k  s o  
much a b o u t  i t .  I t h i n k  i t ’ s  wrong t o  r e a d  e v e r y  w r i g g l e  i n  t h e  bond 
marke t  as  a s i g n  o f  i n f l a t i o n  o r  i n f l a t i o n  psychology.  Having worked 
w i t h  i n v e s t m e n t s  f o r  1 0  y e a r s ,  I can  t e l l  you a l o t  o f  p e o p l e  who 
t r a d e  bonds d o n ’ t  have  a n y t h i n g  i n  mind; t h e y  a r e  j u s t  t h r o w i n g  p i e c e s  
o f  p a p e r  a round .  To a t t r i b u t e  g r e a t  a n a l y s i s  t o  t h e  move, I t h i n k ,  
can  r e a l l y  be  a m i s t a k e .  

CHAIRMAN VOLCKER. M r .  Hendr i cks .  

MR. I-IENDRICKS. Thank you ,  Mr. Chairman. The mood i n  t h e  
F o u r t h  D i s t r i c t  h a s  improved.  Some have  s a i d  it h a s  gone from 
l a c k l u s t e r  t o  h o p e f u l  t o  r e a s o n a b l y  s a t i s f i e d .  Much o f  t h e  
improvement seems t o  b e  due t o  t h e  improving  t r a d e  s i t u a t i o n .  
Accord ing  t o  o u r  i n f o r m a t i o n ,  employment, o r d e r s ,  and o u t p u t  a r e  
expanding  and l a b o r  c o s t s  o f  m a n u f a c t u r i n g  c o n t i n u e  t o  remain r a t h e r  
modera t e .  I n  a r e l a t i v e  s e n s e ,  I g u e s s ,  w e  have  n o t  h e a r d  s o  much 
opt imism around o u r  board  o f  d i r e c t o r s  t a b l e  i n  q u i t e  some t i m e .  
Peop le  i n  t h e  meta ls  i n d u s t r y  t e l l  u s  c a p a c i t y  i s  b e i n g  used  up h e r e  
and ab road  and t h a t  p r i c e  i n c r e a s e s  a re  a c h i e v a b l e  i n  c e r t a i n  p r o d u c t  
l i n e s .  We a r e  a l s o  t o l d  t h a t  t h e  w o r s t  o f  t h e  o v e r - b u i l d i n g  i n  
commercial  c o n s t r u c t i o n  may b e  beh ind  u s .  With r e s p e c t  t o  
a g r i c u l t u r e ,  o u r  l e n d e r s  a r e  a n t i c i p a t i n g  a b e t t e r  y e a r  now t h a n  s i x  
months ago .  Those who f o l l o w  o i l  i n d i c a t e  t h a t  some o i l  company 
e x e c u t i v e s  a r e  even  b e g i n n i n g  t o  t a l k  abou t  t h e  p o s s i b i l i t y  o f  some 
d r i l l i n g  l a t e  i n  t h e  y e a r .  T h i s  b e t t e r  mood i s  encourag ing  t o  u s  
because  it i s  c o n s i s t e n t  w i t h  what w e  f e e l  t h e  o u t l p o k  i s  f o r  t h e  
economy- -gene ra l ly  modera te  growth .  And, w e  a r e  p r e t t y  much i n  l i n e  
w i t h  t h e  Greenbook p r o j e c t i o n s .  

CHAIRMAN VOLCKER. Mr. M o r r i s .  

MR. MORRIS.  M r .  Chairman, I would l i k e  t o  r e i n f o r c e  t h e  
comments o f  Bob B lack  and o t h e r s  who have  a rgued  t h a t  t h e  i n f l a t i o n  
h y s t e r i a  on Wall  S t r e e t  i s  g r e a t l y  overdone .  We have  manicured  t h e  
numbers and w e  canno t  f i n d  i n  t h e  numbers any  i n c r e a s e d  i n f l a t i o n  
o t h e r  t h a n  t h a t  which w e  would have  expec ted  from t h e  a g r i c u l t u r a l  and 
ene rgy  a reas  6 o r  9 months ago .  If you l o o k  a t  t h e  broad  i n d e x e s ,  t h e  
p roduce r  p r i c e  i n d e x  e x c l u d i n g  food  and e n e r g y ,  f o r  example,  was up a t  
a 2 . 2  p e r c e n t  r a t e  i n  t h e  p a s t  6 months end ing  A p r i l .  For  t h e  p a s t  1 2  
months ,  it was up 2 . 6  p e r c e n t .  I d o n ’ t  s e e  y e t  i n  e i t h e r  t h e  consumer 
p r i c e  i n d e x  o r  t h e  p roduce r  p r i c e  i n d e x  any e v i d e n c e  o f  i n c r e a s e d  
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i n f l a t i o n  o u t s i d e  t h e  a g r i c u l t u r a l  and energy  s e c t o r s .  T h a t ’ s  n o t  
s a y i n g  it may n o t  b e  coming a t  some p o i n t .  I d o n ’ t  see y e t  i n  t h e  
numbers any s i g n i f i c a n t  impact  of  t h e  d e c l i n e  i n  t h e  d o l l a r  i n  t h e  
a g g r e g a t e  p r i c e  i n d e x e s .  

MR. PARRY. N o n - o i l  impor t  p r i c e s  were up ove r  10  p e r c e n t  
ove r  t h e  l a s t  q u a r t e r .  T h a t ’ s  s t r o n g .  T h a t ’ s  one a r e a .  

MR. M O R R I S .  Pardon m e ?  

MR. ANGELL. Non-o i l  impor t  p r i c e s  were up o v e r  1 0  p e r c e n t  i n  
t h e  f i r s t  q u a r t e r .  

MR. MORRIS. Tha t  may w e l l  b e ,  b u t  I d o n ’ t  s e e  it showing up 
i n  t h e  broad  i n d e x e s .  What w e  a r e  go ing  t o  s e e ,  I t h i n k ,  i s  a d e c l i n e  
i n  t h e  volume of impor ted  p r o d u c t s  and a lesser s h a r e  of i m p o r t s  i n  
r e t a i l  s a l e s .  

MR. MELZER. Were you t a l k i n g  abou t  t h e  C P I ?  You mentioned 
some v e r y  low f i g u r e s .  I have some h e r e - -

MR.  M O R R I S .  I was t a l k i n g  abou t  t h e  p roduce r  p r i c e  i n d e x .  
e x c l u d i n g  a l l  food  and f u e l .  I would expec t  it t o  show up t h e r e  f i r s t  
i f  t h e r e  i s  go ing  t o  be  an i n c r e a s e  i n  p r i c e s  on t h e  p a r t  o f  o u r  
p r o d u c e r s  i n  r e s p o n s e  t o  t h e  g r e a t e r  market  o p p o r t u n i t i e s  stemming 
from h i g h e r  impor t  p r i c e s .  I am n o t  s a y i n g  it may n o t  be coming down 
t h e  r o a d ,  b u t  i t  i s  n o t  t h e r e  y e t .  I t  j u s t  seems t o  m e  t h a t  t h e  Wall  
S t r e e t  h y s t e r i a  p r i m a r i l y  r e f l e c t s  t h e  losses t h a t  bond d e a l e r s  have 
t a k e n  i n  t h e i r  bond p o r t f o l i o s :  t h a t  was a f u n c t i o n  of  t h e  d e c l i n e  i n  
t h e  d o l l a r  r a t h e r  t h a n  any r e a l  change i n  o u r  i n f l a t i o n  o u t l o o k .  

On t h e  manufac tu r ing  s i d e .  I have t h e  s e n s e  t h a t  New England
m a n u f a c t u r i n g  i s  r i s i n g .  I t  c e r t a i n l y  i s  showing up a g a i n  i n  my
Boston a i r p o r t  numbers.  The f i r s t - q u a r t e r  e x p o r t  a i r  f r e i g h t  
sh ipmen t s  were up 35 p e r c e n t  and impor t  a i r  f r e i g h t  sh ipments  were 
down 3 p e r c e n t .  T h i s  i s  t h e  f i r s t  q u a r t e r  s i n c e  t h e  series began i n  
t h e  f i r s t  q u a r t e r  of  1984 where t h e  p h y s i c a l  volume of e x p o r t  a i r  
f r e i g h t  sh ipmen t s  exceeded t h e  p h y s i c a l  volume of i m p o r t  s h i p m e n t s .  
But what I d o n ’ t  s e e  i s  any r e f l e c t i o n  i n  t h e  employment numbers f o r  
manufac tu r ing ,  which have f l a t t e n e d  o u t :  t h a t  h a s  been e s s e n t i a l l y  
unchanged i n  New England s i n c e  t h e  midd le  of  l a s t  y e a r .  Tha t  s u g g e s t s  
t o  m e  t h a t  we a r e  g e t t i n g  some p r e t t y  b i g  g a i n s  i n  manufac tu r ing
p r o d u c t i v i t y  and t h a t  perhaps  w e  a r e  n o t  go ing  t o  s e e  s i z a b l e  g a i n s  i n  
manufac tu r ing  employment b u t  r a t h e r  more s i z a b l e  g a i n s  i n  p r o d u c t i v i t y
t h a n  w e  have  s e e n .  That  i s  a t r a d e o f f  t h a t  I f i n d  q u i t e  a c c e p t a b l e ,  
if t h a t  t u r n s  o u t  t o  be  t h e  c a s e .  

CHAIRMAN VOLCKER. M r .  C o r r i g a n .  

V I C E  CHAIRMAN CORRIGAN. I can  be  r e l a t i v e l y  b r i e f .  I am 
abou t  where Mr. Boehne was an hour  ago .  A s  a m a t t e r  o f  f a c t ,  Mr. 
Boehne c a p t u r e d  my assessment  r a t h e r  w e l l .  I t h i n k  t h e r e  a r e  r i s k s  i n  
t h e  r e a l  economy, here and a b r o a d ,  b u t  b a s i c a l l y  t h e  way t h i n g s  have 
unfo lded  s o  f a r  t h i s  y e a r  i s  p r e t t y  much i n  l i n e  b o t h  w i t h  what was 
expec ted  a n d ,  i n d e e d ,  w i t h  what I t h i n k  c o n s t i t u t e s  a f a i r l y
s a t i s f a c t o r y  performance.  g iven  where w e  a r e .  I do t h i n k  t h a t  t h e r e  
h a s  been  a change i n  t h e  p a s t  s i x  weeks on t h e  i n f l a t i o n  f r o n t ,  and I 
t h i n k  it goes w e l l  beyond Wall S t r e e t .  I t h i n k  s i x ,  e i g h t ,  t e n  weeks 
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ago,  t h e r e  was a w h i f f  o f  i n f l a t i o n - - t h a t  was t h e  p h r a s e - - a n d  t h a t  may 
have been more c o n c e n t r a t e d  on Wall S t r e e t .  But a t  t h i s  p o i n t  I t h i n k  
t h e r e  i s  more t o  i t  t h a n  t h a t .  S i  Keehn’s comment p u t s  it i n  v e r y  
good p e r s p e c t i v e .  If you have a s e c t o r  o f  t h e  economy where you had 
p r i c e  d e c r e a s e s  and now you have s m a l l  i n c r e a s e s ,  and e v e r y t h i n g  e l se  
s t a y s  t h e  same e l sewhere  i n  t h e  economy, t h e  cumula t ive  weight  on t h e  
i n f l a t i o n  s i d e  i s  o b v i o u s l y  g r e a t e r .  A s  I l o o k  a t  t h e  i n d i c e s ,  I 
c e r t a i n l y  would a g r e e  t h a t  some o f  t h e  f o r c e s  working i n  t h e  d i r e c t i o n  
o f  h i g h e r  measured r a t e s  o f  i n f l a t i o n  were p r e d i c t a b l e - - e n e r g y  p r i c e s ,
and t o  some e x t e n t ,  a g r i c u l t u r a l  p r i c e s ,  and c e r t a i n l y  impor t  p r i c e s .  
But even i f  t h e y  were p r e d i c t a b l e ,  it seems t o  m e  one o f  two t h i n g s ,  
o r  b o t h ,  may be o p e r a t i v e :  f i r s t ,  t h a t  t h e  amounts of  t h o s e  i n c r e a s e s  
may be l a r g e r  t h a n  most peop le  though t  t h e y  were going  t o  be :  and 
s e c o n d - - 1  am by no means s a y i n g  t h a t - - t h a t  t h e r e  i s n ’ t  any such  t h i n g  
a s  one - t ime  p r i c e  i n c r e a s e s .  I t h i n k  t h e r e  i s  a t endency  f o r  t h e s e  
t h i n g s  t o  cumula te .  S o ,  whether  i t ’ s  i n  terms o f  f o r e c a s t s - - a n d  n o t  
Wall S t r ee t  f o r e c a s t s ,  b u t  f o r e c a s t s  from any number o f  s o u r c e s  around 
t h e  c o u n t r y - - o r  what i s  i n  t h e  a c t u a l  s t a t i s t i c s  t h e m s e l v e s ,  I come 
away w i t h  t h e  view t h a t  e i t h e r  a c t u a l  o r  f o r e c a s t  r a t e s  o f  i n f l a t i o n  
have s t e p p e d  up by something i n  t h e  a r e a  o f  a h a l f  p o i n t  and maybe 
even as much a s  a p o i n t .  We a r e  l o o k i n g  now a t  consumer p r i c e
i n c r e a s e s ,  e x c l u d i n g  food and ene rgy ,  p robab ly  on t h e  up s i d e  of  4 - 1 / 2  
p e r c e n t .  I t  d o e s n ’ t  t a k e  a l o t  t o  g e t  t o  5 p e r c e n t :  and once you g e t  
t o  5 p e r c e n t ,  I t h i n k  t h e  argument t h a t  it w i l l  wash o u t  becomes t h a t  
much more q u e s t i o n a b l e .  S o .  I t h i n k  t h e r e  i s  a change on t h e  
i n f l a t i o n  s i d e .  

CHAIRMAN VOLCKER. We seem t o  have d i sag reemen t s  abou t  some 
f a c t s  and a n a l y s i s .  What i s  going  on i n  t h e  consumer p r i c e  i n d e x  
o u t s i d e  food and e n e r g y ,  M r .  K i c h l i n e ?  

MR. K I C H L I N E .  Well, I d o n ’ t  have t h e  monthly numbers, which 
may g i v e  a d i f f e r e n t  p a t t e r n ,  b u t  on a q u a r t e r l y  ave rage  b a s i s  f o r  t h e  
f i r s t  q u a r t e r  a l l  items less  food and energy  were up 4 . 4  p e r c e n t  a t  an  
annua l  r a t e ;  t h e y  were up 3 . 8  p e r c e n t  i n  t h e  f o u r t h  q u a r t e r  of  1986. 
When I mentioned non-pe t ro leum impor t  p r i c e s  f e e d i n g  th rough  more 
v i s i b l y ,  i n  p a r t  ou r  r e a d i n g  i s  i n  t h e  C P I  e x c l u d i n g  food and ene rgy ,
which w e  s a y  i s  up 1 / 2  p o i n t  o r  so i n  t h e  r e c e n t  numbers. 

MR. MORRIS.  But t h a t  i n d e x  was a t  l e a s t  t h a t  h i g h  i n  t h e  
f i r s t  q u a r t e r  o f  1986. 

MR. K I C H L I N E .  C o r r e c t .  

MR. PARRY. The o t h e r  p o i n t  i s  t h a t  t h e  f o r e c a s t  h a s  t h e  
r a t e - - a g a i n  e x c l u d i n g  food and e n e r g y - - a t  5 p e r c e n t  and above f o r  
1988: s o  i t ’ s  n o t  o n l y  t h a t  it h a s  been running  r e l a t i v e l y  h i g h ,  i t ’ s  
a n t i c i p a t e d  t o  p i c k  up a s  w e l l .  

CHAIRMAN VOLCKER. Mr. Melzer .  

MR. MELZER. I am n o t  go ing  t o  t r y  t o  defend  Wall  S t r e e t ,  b u t  
I t h i n k  t h e r e  i s  a n o t h e r  a s p e c t  t o  t h i s  market  behav io r  we have 
obse rved ,  and t h a t  i s ,  a s  w e  a l l  know, t h a t  w e  have  a t remendous 
growth i n  d e b t  i n  t h e  economy. And when you g e t  marke t s  whipping
around l i k e  t h e s e  have ,  t h e r e  a r e  l o s s e s  o u t  t h e r e .  I t  would be  
f o r t u n a t e ,  i n  a s e n s e ,  i f  a $ 2 7 5  m i l l i o n  loss ended up w i t h  Merrill 
Lynch: t h e y  can  a f f o r d  t o  t a k e  i t .  But what i f  one o f  t h o s e  ended up 
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in Financial Corp. of America or one of those? Maybe it has: I don’t 
know whether it has or not. All I’m saying is that this kind of 
behavior tends to widen quality spreads: you see it a little in the 
new issues, though there haven’t been many of them. But you can have 
a situation where somebody needs to realize liquidity with some of the 
lower quality paper they have bought and there might not be a bid out 
there. So one of the aspects that hasn’t been brought out about this 
market behavior, which I think has been very much fueled by
inflationary expectations. is the financial fragility that these kinds 
of swings can bring to the surface. Beyond that, as Jerry mentioned,
six or eight weeks ago when we were talking about this initially.
there was just a whiff of inflation: basically, it came through a 
weaker dollar and that psychology was transmitted into the bond market 
and so forth. But I think now what we are seeing is poor performance.
if you will. in the bond market based on sources other than the lower 
dollar--other reports of commodity prices and so forth. I thought
what the Board staff did in sections 23 and 24 of part I1 [of the 
Greenbook] really makes the case that there are a lot of things
happening with spot prices that go well beyond the realm of what I 
would consider just speculative behavior. I think there is definitely 
a tendency out there to sort of poo-poo all of these developments by
saying: this is just speculation on Wall Street and these guys deserve 
to take their losses anyway. In a sense, I don’t think enough
attention is paid to it. We had some corporate treasurers in last 
week and. in terms of how they are operating their businesses, I was a 
little surprised that they are not concerned about inflation. They 
are still enjoying the good wage performance that we have observed: of 
course. that would only adjust with lags. They haven’t really changed
their inventory behavior and. in a sense, I think that gives us an 
opportunity. If we nip this in the bud now--whenmaybe it is largely
expectational, as Gary Stern said before--we can have some impact on 
it. But if it gets deep-seated enough that business people begin to 
change their behavior with respect to inventories and so forth, then 
it really becomes a much more difficult problem to deal with. 

As to economic activity in our District, growth both in 

manufacturing and non-agricultural employment in general continues to 

outstrip the national figures. I would say that the attitude is 

generally positive and that there are no major weaknesses in any

sector. 


CHAIRMAN VOLCKER. Mr. Heller. 


MR. HELLER. I find myself much more in agreement with the 
numbers in the Greenbook than with the general tenor of the discussion 
here. Looking at the numbers. first of all. we have a sharp downtrend 
in GNP from 4 . 3  percent to 2.2 percent in the third quarter. Domestic 
purchases are going down to 0.9 percent in the third quarter and 1.3 
percent in the fourth. On the inflation front. so much pessimism has 
been expressed, but the GNP deflator is actually declining to 2 . 6  
percent in the fourth quarter of this year and nominal GNP is cut by
about 1 1 3 .  from 7.8 percent in the first quarter to 5.5 percent in the 
fourth quarter. So both the real economy, as well as the aggregate
inflation numbers. are trending downward for this year. Next year it 
goes the other way. As we all know. production in March and April was 
rather dismal in every single category except defense, where it was 
flat. Inventories were up sharply in the first quarter. Consumer 
credit was slowing down a lot. Thank goodness. in a way. there was 
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a l s o  l ess  f e d e r a l  s t i m u l u s .  The one a rea  where I d i s a g r e e  w i t h  t h e  
Greenbook i s  t h a t  I t h i n k  it i s  p r o b a b l y  a b i t  t o o  o p t i m i s t i c  on t h e  
v e r y  s h a r p  swing i n  e x p o r t s  and t h e  improvement i n  t h e  t r a d e  
per formance  it p r o j e c t s .  I t  p r o j e c t s  a n  e x p o r t  swing from a growth 
r a t e  o f  minus 1 . 6  p e r c e n t  i n  t h e  f i r s t  q u a r t e r  t o  p l u s  1 7  p e r c e n t  i n  
t h e  f o u r t h  q u a r t e r .  The a g g r e g a t e  numbers go f rom a minus $134 
b i l l i o n  t o  minus o n l y  $46 b i l l i o n  by t h e  f o u r t h  q u a r t e r  o f  n e x t  y e a r
I n  o t h e r  words ,  by t h e  end o f  n e x t  y e a r ,  2 1 3  of o u r  t r a d e  imba lance  
would have  been e l i m i n a t e d .  I n  v iew o f  t h e  s low growth abroad  t h a t  
h a s  been  n o t e d  by many o t h e r  s p e a k e r s ,  I a m  r a t h e r  s k e p t i c a l  t h a t  w e  
a c t u a l l y  w i l l  b e  a b l e  t o  a c h i e v e  t h a t .  

CHAIRMAN VOLCKER. Those a r e  n o t  r e a l  numbers.  P r a c t i c a l l y  
none o f  t h e  t r a d e  imbalance  would be e l i m i n a t e d  i n  nominal  terms. 

MR. HELLER. No, t h e y  a r e  r ea l  numbers: t h e y  a r e  1982-base  
r e a l  numbers.  I n  a d d i t i o n ,  w e  have  a r e a l  i n t e r e s t  r a t e ,  a s  w e  were 
t o l d  y e s t e r d a y ,  o f  4 t o  5 p e r c e n t ,  which i n c o r p o r a t e s  a b i t  o f  t h e  
e x t r a p o l a t i o n  o f  c u r r e n t  e x p e c t a t i o n s .  And w e  c o n t i n u e  t o  have  o u r  
problems i n  t h e  f i n a n c i a l  s e c t o r .  O v e r a l l ,  I come o u t  on t h e  r a t h e r  
subdued s i d e ,  i f  n o t  o u t r i g h t  p e s s i m i s t i c .  

CHAIRMAN VOLCKER. Governor A n g e l l .  

MR. ANGELL. I a m  v e r y  much o f  t h e  view t h a t  i n f l a t i o n  i s  a 
r e a l  problem f o r  u s  a t  t h i s  p o i n t  i n  t i m e .  If w e  w a i t  u n t i l  t h e  GNP 
d e f l a t o r  and t h e  C P I  show a problem,  w e  w i l l  have  w a i t e d  much l o n g e r
t h a n  I t h i n k  h i s t o r i c a l  e v i d e n c e  would s u g g e s t  w e  s h o u l d  w a i t .  I 
r e c o g n i z e  t h a t  a l o t  o f  t h e  commodity p r i c e  movements l o o k  l i k e  t h e y  
a r e  e x t r a - s e n s i t i z e d  t o  c i r c u m s t a n c e s ,  b u t  i t ’ s  t h i s  s e n s i t i v i t y ,
su r rounded  w i t h  t h e  a t t i t u d e s  c o n c e r n i n g  t h e  d o l l a r  and commodit ies  
t h a t  a r e  l i n k e d  hand i n  hand ,  t h a t  i s  s o  worr i some.  I have watched 
many t i m e s  when a d rough t  was a c t u a l l y  underway and wondered why
commodity p r i c e s  d i d n ’ t  move; now commodity p r i c e s  move based  upon t h e  
f o r e c a s t  o f  a d r o u g h t .  I t h i n k  t h a t  i s  a n  i n d i c a t i o n  o f  how 
s e n s i t i z e d  t h e  p l a y e r s  a r e  t o  e x p e c t a t i o n s .  Some o f  you seem t o  
b e l i e v e  t h a t  t h o s e  peop le  who a r e  p a r t i c i p a n t s  i n  t h e  m a r k e t - - w h e t h e r  
it be  Wall S t r e e t  o r  New York o r  Chicago--somehow o r  o t h e r  may j u s t
have t h e i r  own self  i n t e r e s t  a t  hand and t h a t  t h a t ’ s  n o t  a t r u e  t e s t .  
I would be  much more i n c l i n e d  t o  l o o k  a t  t h o s e  who a re  p u t t i n g  money
down t h a n  I would t h o s e  who a r e  making f o r e c a s t s  t h a t  a r e  n o t  backed 
by money, because  it i s  r e a l l y  t h e  s h i f t  i n  p r e f e r e n c e  between h o l d i n g
f i n a n c i a l  assets  and r e a l  assets  t h a t  i s  i n v o l v e d .  We have  a 
phenomenon t h a t  i s  emerging t h a t  i s  s i g n i f i c a n t ,  and it seems t o  m e  it 
w i l l  c o n t i n u e  u n t i l  t h e r e  i s  m a r k e t p l a c e  r e a l i z a t i o n  t h a t  t h e  F e d e r a l  
Rese rve  p l a n s  t o  f o l l o w  a s c a r c i t y  p a t h  f o r  t h e  monetary  a g g r e g a t e s
t h a t  w i l l  s l o w  down. So I a m  somewhat o f  t h e  o p i n i o n  t h a t  w e  had some 
g a i n s  o u t  o f  t h i s  b e c a u s e .  c e r t a i n l y ,  it does  g i v e  r e a l  s e c t o r  
s t i m u l u s  any t i m e  you have  commodity p r i ces  move upward. Our economy 
I t h o u g h t  was weak enough go ing  i n t o  1 9 8 7  s o  t h a t  a l i t t l e  s t i m u l u s  
w a s n ’ t  a bad t h i n g .  But it seems t o  m e  t h a t  w e  now have  t o  face  t h e  
t e s t  as  t o  whether  o r  n o t  w e  r e a l l y  mean p r i c e  l e v e l  s t a b i l i t y .  I 
t h i n k  t h a t  t h e  Greenbook p u t s  it v e r y  w e l l :  t h a t  i f  w e  choose  n o t  t o  
do t h a t ,  t h e n  t h a t ’ s  c o n s i s t e n t  w i t h  a c o n t i n u i n g  d e c l i n e  i n  t h e  
exchange r a t e  o f  t h e  d o l l a r .  Over t i m e ,  I t h i n k  t h a t  w i l l  n o t  g i v e  u s  
any b e t t e r  improvement i n  o u r  nominal  t r a d e  b a l a n c e  t h a n  w e  would g e t  
i f  w e  d e a l t  w i t h  i t ,  because  w e  w i l l  j u s t  i n c o r p o r a t e  a r a t e  o f  
i n f l a t i o n  i n t o  t h e  U . S .  economy t h a t  I t h i n k  matches  t h i s  f a l l i n g  
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value of the dollar. So. I am of the opinion that we have given this 
plenty of opportunity to see that it’s a real phenomenon. 

CHAIRMAN VOLCKER. Governor Johnson. 


MR. JOHNSON. I must admit I am a little torn between which 

way things are going. I don’t have a clear view myself. Obviously,

the financial markets are indicating some inflationary expectations.

The question is--andit has certainly been the question here--whether 

we think they will be realized or not and whether we want to bet 

against the markets or whether we think something more needs to be 

done or has already been done. 


In terms of the Greenbook forecast, I agree with a lot of it 
except that one of the major factors feeding into the projection of 
rising inflation in 1988 in this forecast is further expectation of a 
weakening dollar. Of course, that feeds right into import prices: s o  
in the forecast you don’t have a one-time adjustment in import prices
that washes out over time. You have a continuous feed-through of a 
decline in the exchange rate that is causing continued upward pressure 
on the inflation rate. Now, if I really thought that was going to be 
the case. I would be a lot more concerned. It may be possible, so I 
think that we need to concern ourselves with stabilizing the dollar at 
some point. If I thought the dollar was going to deteriorate on a 
continuing basis, I would have some concern about the continued upward 
pressure on the inflation picture. So. I would hope that we could 
achieve some conditions that would stabilize the dollar without a 
continuing deteriorating trend. I think the question then is: What 
does it take to do that? We now see some growing spreads in interest 
differentials between the United States and our other trading 
partners. My own opinion is that. hopefully, we are getting to the 
point where the dollar is finding some legs under it and will have to 
stabilize. I think the real question is whether we have done o r  are 
about to do enough in monetary policy to convince the markets that we 
are dealing with the inflationary risks in terms of the dollar and 
other domestic pressures on inflation. As Peter Sternlight pointed 
out. borrowings--inadvertentlyor advertently--averaged$700 million 
over the last intermeeting period. I am not sure whether we want to 
go further than that or whether I personally want to continue that 
sort of a borrowing assumption. So I think the question is: What does 
it take to stabilize these conditions? I don’t want to overreact and 
deal with more than just what the inflationary risk is. 

CHAIRMAN VOLCKER. Mr. Kohn. maybe you can give us a brief 
analysis. 

MR. KOHN. Thank you, Mr. Chairman. [Statement--see
Appendix.3 

CHAIRMAN VOLCKER. Let me mention one thing that I was going 
to discuss later. I will discuss it later. but some rumors are flying
around the markets so I thought I should identify it now, anyway.
Citibank is making the great move this afternoon, unless the market 
forces them to announce it earlier. They are making a reallocation of 
their capital accounts and are going to put $3  billion into reserves 
against general contingencies. which will get pretty precisely
identified with LDC risk. They say that is not their intention but 
the accountants are forcing them into it, looking for some explicit 
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excuse .  Th i s  w i l l  be  a r e c o r d  l o s s  f o r  any bank,  by some m u l t i p l e .  i n  
a q u a r t e r ,  and a b i g  l o s s  f o r  t h e  y e a r .  I am s u r e  t h e  i d e a  t h e y  have 
i n  mind i s  t h a t  t h e y  w i l l  t h e n  show v e r y  f a v o r a b l e  e a r n i n g s  i n  
subsequent  q u a r t e r s ;  t h e y  won’t  have t h i s  q u a r t e r - b y - q u a r t e r  d r a g  of 
l a r g e  p r o v i s i o n s  and e v e r y t h i n g  i s  going  t o  look  much b e t t e r .  I n  
f a c t ,  w h a t ’ s  happening i s  t h a t  a coup le  o f  numbers on t h e  b a l a n c e  
s h e e t  a r e  changing .  I t  i s  going  t o  r a i s e  a l o t  o f  q u e s t i o n s ,
o b v i o u s l y ,  i n  t h e  minds of  a l o t  o f  peop le  about  o t h e r  banks .  There 
a r e  a l o t  o f  rumors about  around t h e  marke t .  We 
can d i s c u s s  l a t e r  what i s  going on i n  t h e  marke t .  

MR. PARRY. P a u l ,  a r e  t h e  rumors s u f f i c i e n t  t h a t  I cou ld  c a l l  
an  i n s t i t u t i o n  t h a t  I might  have some conce rns  abou t?  

CHAIRMAN VOLCKER. The problem i s  t h a t  I d o n ’ t  know what you 
can t e l l  them r i g h t  now because  w e  have i n s i d e  [ i n f o r m a t i o n ] .  We have 
t h i s  problem w i t h  some banks ;  t h a t  i s  r i g h t .  I j u s t  d o n ’ t  
know what you can  t e l l  them. 

S P E A K E R ( ? ) .  Not t o  go o u t  t o  l u n c h ,  I t h i n k .  

CHAIRMAN VOLCKER. You can  t a l k  t o  them i f  you want and see 
what t h e y  know, because  t h e y  a r e  o b v i o u s l y  t h e  o t h e r  bank t h a t  w i l l  be  
v e r y  much a f f e c t e d  by t h e  psychology.  A l o t  o f  them w i l l  be  b u t - -

MR. BLACK. Why d o n ’ t  you s a y  w e  were s i t t i n g  around t h e  Open
Market Committee t a b l e  and d i d n ’ t  know what was happening and wanted 
t o - ­

CHAIRMAN VOLCKER. On our  more immediate p rob lem- -1  d o n ’ t  
know, t h a t  problem cou ld  be  p r e t t y  immediate i n  terms o f  t h e  d e c i s i o n  
w e  have t o  m a k e - - i t  i s  obvious  t h a t  one o f  t h e  v a r i a b l e s  f o r  t h e  
F e d e r a l  Reserve  a s  a whole ,  b u t  n o t  f o r  t h e  Open Market Committee, i s  
a change i n  t h e  d i s c o u n t  r a t e .  A number o f  F e d e r a l  Reserve  Banks have  
made a p r o p o s a l  and w e  have had some d i s c u s s i o n .  I d o n ’ t  know what I 
can  s a y  about  t h a t .  We could  change it immedia te ly ;  w e  could  change 
it i f  t h e  d o l l a r  seemed t o  r e q u i r e ;  o r  w e  cou ld  change it n o t  a t  a l l .  
I t h i n k  t h o s e  a r e  t h e  t h r e e  o p t i o n s  b e f o r e  t h e  house .  I j u s t  t h i n k  w e  
have t o  have t h o s e  i n  mind a s  p o s s i b i l i t i e s :  it may a f f e c t  o n e ’ s  
judgment about  how t o  conduct  open market  o p e r a t i o n s .  For what it i s  
w o r t h - - i f  I mention t h i s  t h e r e  i s  a chance you w i l l  be  o v e r l y
i n f l u e n c e d ,  bu t  I suppose n o t  t h e s e  d a y s - - o u r  l a t e s t  M 1  numbers l o o k  a 
l i t t l e  s t r o n g e r  t h a n  what w e  t hough t  y e s t e r d a y .  I n s t e a d  of  unchanged
i n  May, M1 may be  up a l i t t l e .  

MR. KOHN. I n s t e a d  o f  down a l i t t l e  i n  May, it now l o o k s  l i k e  
M 1  may be up a l i t t l e  i n  May. 

MR. J O H N S O N .  You might  p o i n t  o u t  t h a t  t h e r e  i s  a s p e c i a l
c i r cums tance  i n  i t .  

MR. KOHN. Well, f o r  some of i t .  Even a b s t r a c t i n g  from t h a t  
t h e  numbers a r e  a b i t  s t r o n g e r .  

MR. PARRY. Do you mean an  unwinding from A p r i l ?  Is t h a t  t h e  
s p e c i a l  c i r cums tance?  
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MR. KOHN. No, t h e r e  i s  another t r a n s a c t i o n  we a r e  t r y i n g  t o  
t r a c k  through t h e  System t h a t  may be boost ing demand depos i t s  i n  t h e  
cur ren t  week: we don’ t  have a r e a l l y  s t r o n g  handle on i t ,  but  t h a t  i s  
what Governor Johnson was r e f e r r i n g  t o .  But even before  t h e  cu r ren t  
week, i t  i s  s t i l l  looking a b i t  s t ronger  than  we had expected. 

MS. SEGER. What i s  happening i n  t h e  money markets t h i s  
morning? 

MR. STERNLIGHT. Federal  funds a r e  about 6 - 3 1 4  percent .  
Borrowing was about $600 mi l l i on  yes te rday ,  s o  it i s  averaging a 
l i t t l e  over $500 m i l l i o n .  We a r e  wel l  over our reserve  paths  f o r  
r i g h t  now, a t  $600 m i l l i o n  o r  s o .  and we plan t o  j u s t  l e t  t h a t  work 
i t s  way i n t o  t h e  money market.  If  those  es t imates  a r e  r i g h t ,  t h ings
ought t o  ease  o f f  considerably.  We ought t o  l o s e  a bunch of t h e  
remaining repurchase agreements t h a t  a r e  on .  al though s o  f a r  t h a t  i s  
happening q u i t e  s lowly.  

MR. BLACK. Do you th ink  it i s  going t o  reverse  i t s e l f  
without he lp  from you, Pe te r?  O r  do you th ink  you w i l l  have t o  unload 
some? 

MR. STERNLIGHT. A s  t h e  reserve per iod draws t o  a c lose  
tomorrow, i f  t h e  numbers t h a t  we a r e  looking a t  s tand up ,  t h e r e  ought 
t o  be a b i g  eas ing  a t  t h e  end of t h i s  reserve  p e r i o d .  

CHAIRMAN VOLCKER. Who would l i k e  t o  say something? M r .  
Par ry .  

MR. PARRY. M r .  Chairman, I would support  Bluebook 
a l t e r n a t i v e  C .  It seems t o  me t h a t  t h e  prospect of high i n f l a t i o n  i s  
t h e  main reason t o  support  some t i g h t e n i n g  from t h e  s t a t e d  pol icy  a t  
t h e  present  t ime.  A s  I mentioned before ,  it i s  my view t h a t  t h e  
economy i s  c e r t a i n l y  c lose  t o  f u l l  employment i n  terms of l abor  
resources .  and we expect t h e  economy t o  expand t h i s  year a t  a r a t e  
which i s  s l i g h t l y  f a s t e r  than  i t s  cu r ren t  long-run p o t e n t i a l  growth 
r a t e .  I t  seems t o  me t h a t  t h i s  cons idera t ion  i s  p a r t i c u l a r l y
important now because of t h e  dec l in ing  d o l l a r  and recent  i nc reases  i n  
o i l  p r i c e s .  which a r e  causing and w i l l  cause i n f l a t i o n  ra tes  t o  go up 
even without  any demand p res su res .  I t h i n k  t h e r e  i s  a danger t h a t  
i nc reases  i n  i n f l a t i o n  t h i s  year and next could become imbedded i n  
i n f l a t i o n  expec ta t ions .  And, given what I t h i n k  i s  t h e  apparent
s t r e n g t h  i n  t h e  economy, t h e  r i s k  of c u t t i n g  economic expansion s h o r t  
by such a t i g h t e n i n g  o f  po l i cy  seems t o  be smal l .  1,would have a 
preference.  t o o .  a s  t o  how t h a t  i s  accomplished i f  t h a t  i s  something 
you want brought up. 

CHAIRMAN VOLCKER. You were j u s t  saying a l t e r n a t i v e  C :  I was 
looking a t  it l i t e r a l l y  t o  say e i t h e r  an inc rease  i n  [ the  borrowing 
b u i l t  in to1  t h e  reserve  path o r  an inc rease  i n  t h e  discount  r a t e .  

MR. PARRY. Yes. I would p r e f e r  an inc rease  i n  t h e  discount  
r a t e .  I was going t o  say t h a t  sooner would be b e t t e r  than  l a t e r  but I 
must admit t h a t  t h i s  l i t t l e  i tem t h a t  you brought up would suggest t o  
me t h a t  maybe it should b e  a l i t t l e  l a t e r .  

CHAIRMAN VOLCKER. Yes. Mr. Boykin. 
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MR. B O Y K I N .  I would a g r e e  w i t h  what Bob P a r r y  j u s t  s a i d  and 
I r e a l l y  c a n ’ t  add v e r y  much t o  i t .  A l t e r n a t i v e  C does l o o k  l i k e  t h e  
b e s t  a l t e r n a t i v e  t o  m e .  A l o t  o f  r e f e r e n c e  h a s  been made t o  i n f l a t i o n  
and t h a t  it i s  p robab ly  n o t  r e a l ;  bu t  t h e r e  i s  some e x p e c t a t i o n  t h e r e  
and it seems t o  m e  t h a t  what w e  r e a l l y  need t o  move a g a i n s t  i s  t h e  
e x p e c t a t i o n .  That  was what was p robab ly  s o  ha rd  t o  wr ing  o u t  t h e  l a s t  
go- round.  S o ,  I would go t o  a l t e r n a t i v e  C .  L ikewise ,  I would 
p robab ly  f a v o r  an i n c r e a s e  i n  t h e  borrowing assumpt ion  from $400 
m i l l i o n  t o  $600 m i l l i o n  v e r s u s  a d i s c o u n t  r a t e  change r i g h t  now. 

CHAIRMAN VOLCKER. You would prefer  t h e  borrowing.  

MR. B O Y K I N .  Yes. P r i m a r i l y  w i t h  what‘ i s  going  on t h a t  w e  
j u s t  want t o - ­

CHAIRMAN VOLCKER. Yes. 

MR. J O H N S O N .  Can I a s k  a q u e s t i o n  a g a i n ?  A l t e r n a t i v e  B i s  
a s s o c i a t e d  w i t h  $400 m i l l i o n  i n  borrowing? Okay. Th i s  i s  k ind  of  
c o n f u s i n g  because ,  i n  some s e n s e ,  f f C f f  i s  a c t u a l l y  a more modest 
borrowing l e v e l  t h a n  w e  have been e x p e r i e n c i n g .  I t  i s  d e f i n i t e l y  
below t h e  ave rage  d u r i n g  t h i s  l a s t  i n t e r m e e t i n g  p e r i o d .  I t h i n k  t h e  
q u e s t i o n  i s :  What would w e  expec t  t o  happen? Are w e  going t o  see a 
borrowing ave rage  of  $600  m i l l i o n  o r  what i s  it going  t o  be?  Are w e  
go ing  t o  t r y  and t r u l y  t a r g e t  a $600 m i l l i o n  borrowing l e v e l  s o  t h a t  
w e  a r e  t a l k i n g  about  a t i g h t e n i n g  o f  p o l i c y  r e l a t i v e  t o  t h e  $400  
m i l l i o n  l e v e l  t h a t  w e  sough t?  I guess  t h a t  i s  what I am a s k i n g .  

CHAIRMAN VOLCKER. I ’ m  n o t  s u r e  I unde r s t and  t h e  q u e s t i o n .  
We were t r u l y  s e e k i n g  what w e  were s e e k i n g  b e f o r e ;  w e  may n o t  have 
made i t .  When w e  s ay  $600 m i l l i o n ,  o r  wha teve r ,  w e  s h a l l  t r u l y  seek  
i t .  

MR. J O H N S O N .  Well ,  I d o n ’ t  t h i n k  w e  t r u l y  sought  $400  
m i l l i o n .  I d o n ’ t  t h i n k  t h a t  t h e r e  i s  any doub t :  you c a n ’ t  go th rough  
an  e n t i r e  s ix -week  i n t e r m e e t i n g  p e r i o d  w i t h  a $400 m i l l i o n  t a r g e t  and 
h i t  $ 7 0 0  m i l l i o n  and s a y  you t r u l y  sought  i t .  I t h i n k  w e  cou ld  e a s i l y
have o f f s e t  t h a t ;  it wouldn’ t  have b e e n - -

MR. B O Y K I N .  But w e  d i d n ’ t  s t a r t  o u t  t h e r e :  w e  a c t u a l l y  
s t a r t e d  ou t  w i t h  $300 m i l l i o n ,  l e a n i n g  i n  f a v o r  of  moving t h a t  up
depending on what happened t o  t h e  d o l l a r .  

MR. J O H N S O N .  From $300 t o  $400 m i l l i o n ;  t h a t  i s  d i f f e r e n t  
f r o m  $300 t o  $700  m i l l i o n .  

CHAIRMAN VOLCKER. I would submit  t h a t  we’ve had two two-week 
p e r i o d s ,  which i s  t w o - t h i r d s  of  t h e  t i m e  between t h e  m e e t i n g s ,  where 
w e  c o u l d n ’ t  h i t  i t .  

MR. J O H N S O N .  I r e c o g n i z e  t h e  s e r i o u s  problem w i t h  t h e  
T r e a s u r y  accoun t  a t  t h e  F e d e r a l  Reserve .  But a s  t h a t  con t inued  and w e  
cou ld  see t h a t  borrowings were going  t o  run v e r y  h i g h ,  w e  cou ld  have 
done more on t h e  r e s e r v e  s i d e .  Given what was happening  t o  t h e  
d o l l a r ,  w e  s h o u l d n ’ t  have .  But I am j u s t  s a y i n g  when w e  a r e  c r o s s i n g  
over  i n t o  something t h a t  i s  a change i n  p o l i c y ,  I would j u s t  l i k e  t o  
c l a r i f y  where t h a t  i s .  A t  some p o i n t ,  going t o  $700  m i l l i o n  borrowing 
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from $400 m i l l i o n  o r  even $500 m i l l i o n  seems t o  r e q u i r e  something 
o t h e r  t h a n  j u s t  s a y i n g - ­

CHAIRMAN VOLCKER. I t e l l  you.  L e t ' s  d e f e r  t h o s e  q u e s t i o n s
u n t i l  we know what we want t o  do i n  c o n c e p t .  Mr. Keehn. 

MR. KEEHN. I s h a r e  Governor Johnson ' s  c o n f u s i o n  on t h i s .  I 
would b e  f o r  a l t e r n a t i v e  C .  a t  l e a s t  c o n c e p t u a l l y ,  because  I t h i n k  
t h a t  r e p r e s e n t s  a s l i g h t  snugg ing  a n d ,  f o r  a l l  t h e  r e a s o n s  we have 
s a i d ,  I t h i n k  t h a t  i s  a p p r o p r i a t e  a t  t h i s  p o i n t .  I a l s o  t h i n k  it i s  
pe rhaps  a p p r o p r i a t e  t o  t a k e  a s t e p  t h a t  i s  a b i t  v i s i b l e  i n  terms o f  
r e i n f o r c i n g  o u r  p o l i c y  of  p r i c e  s t a b i l i t y  a n d ,  t h e r e f o r e ,  I would be  
i n  f a v o r  o f  recommending t o  you a change i n  t h e  d i s c o u n t  r a t e .  I 
d o n ' t  know how t o  e v a l u a t e  t h i s  C i t i b a n k  i s s u e  a s  t o  what k ind  of 
e f f e c t  t h a t  i s  go ing  t o  have on t h e  marke t .  C e r t a i n l y ,  t h a t  h a s  t o  be 
behind  us b e f o r e  we t a k e  any move on t h a t .  But I would be  i n  f a v o r  of  
changing  t h e  d i s c o u n t  r a t e .  And a l t e r n a t i v e  C i s  a way o f  moving a 
l i t t l e  a g a i n s t  t h i s .  

CHAIRMAN VOLCKER. M r .  F o r r e s t a l .  

MR. FORRESTAL. M r .  Chairman, I am a l i t t l e  concerned  abou t  
t h e s e  i n f l a t i o n a r y  e x p e c t a t i o n s  i n  t h e  economy, b u t  l i k e  some o t h e r s  
h e r e ,  I d o n ' t  s e e  it b e i n g  t r a n s l a t e d  a t  t h e  moment i n t o  a n y t h i n g  t h a t  
i s  t e r r i b l y  worr isome i n  r e a l  numbers. My g r e a t e r  conce rn  i s  w i t h  t h e  
s t a t e  o f  t h e  economy and what a h i g h e r  l e v e l  o f  i n t e r e s t  r a t e s  would 
b r i n g  n o t  o n l y  t o  t h e  domest ic  economy b u t  t o  o u r  t r a d i n g  p a r t n e r s  and 
t h e  L D C s .  S o ,  i f  we need t o  do some t i g h t e n i n g ,  I would l i k e  it t o  be 
s m a l l  i n  s c o p e  and v e r y  g r a d u a l .  The d o l l a r  h a s  s t a b i l i z e d ;  maybe we 
a r e  a t  a l e v e l  w e  a r e  n o t  c o m f o r t a b l e  w i t h ,  b u t  it h a s  been around t h e  
140 l e v e l  a g a i n s t  t h e  yen.  I would p r e f e r  it t o  move up j u s t  a b i t .  
I .  t o o ,  am a l i t t l e  confused  abou t  what w e  a r e  key ing  o f f  o f .  If it 
i s  $400 m i l l i o n  t h a t  w e  a r e  u s i n g .  I wou ldn ' t  mind moving t o  $500 
m i l l i o n .  I would s u g g e s t  t h a t  a d i s c o u n t  r a t e  might  be saved  f o r  a 
more s i g n i f i c a n t  development w i t h  r e s p e c t  t o  t h e  d o l l a r - - i f  t h e  d o l l a r  
were t o  move down o r  i n f l a t i o n  a c t u a l l y  d i d  move. I would p r e f e r  j u s t  
t o  use open marke t  o p e r a t i o n s  i n  a v e r y  g r a d u a l ,  s l i g h t .  way o v e r  t h e  
n e x t  i n t e r m e e t i n g  p e r i o d .  I am n o t  s u r e  whether  t h a t  i s  " C "  o r  " B " ;  I 
suppose ,  c o n c e p t u a l l y ,  t h a t  I am somewhere between t h e  two. 

CHAIRMAN VOLCKER. M r .  Hendr i cks .  

MR. HENDRICKS. I t  seems t o  m e  t h a t  t h e  b e s t  c o u r s e  i s  c l o s e r  
t o  " C "  t h a n  t o  "B" , u n l e s s  t h e  expans ion  weakens o r  t h e  c u r r e n t  t u r n u p
i n  p r i c e s  s u b s i d e s .  F i n a n c i a l  marke t s  seem t o  have marked up 
i n f l a t i o n  e x p e c t a t i o n s .  We d o n ' t  s e e  a p ickup i n  p r i c e s  working i n t o  
t h e  c o s t  s t r u c t u r e  y e t .  b u t  when it does  o c c u r ,  we f ee l  it would be  
more d i f f i c u l t  t o  d e a l  w i t h .  Markets  have snugged a l i t t l e ,  w i t h  t h e  
funds  r a t e  up t o  t h e  6 - 1 / 2  p e r c e n t  a r e a  o r  s l i g h t l y  above .  We b e l i e v e  
t h a t  a borrowing l e v e l  c o n s i s t e n t  w i t h  t h a t  outcome i s  a p p r o p r i a t e .  
I t  would r educe  t h e  r i s k  t h a t  i n f l a t i o n  e x p e c t a t i o n s  would g e n e r a t e  
f u t u r e  p r i c e  p r e s s u r e s  and would p r o v i d e  some i n s u r a n c e  a g a i n s t  r i s i n g
impor t  p r i c e s  becoming t h e  b a s i s  f o r  domes t i c  p r i c e  i n c r e a s e s .  We 
would p r e f e r  t o  se t  t h e  bor rowing  l e v e l  a t  $600  m i l l i o n  and h o l d  on 
t h e  d i s c o u n t  r a t e .  

CHAIRMAN VOLCKER. Mr. M o r r i s .  
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MR. MORRIS.  M r .  Chairman, I would suppor t  a l t e r n a t i v e  C 
because ,  d e s p i t e  my e a r l i e r  s t a t e m e n t s ,  I t h i n k  i f  w e  were t o  go f o r  
a l t e r n a t i v e  B, w e  might g i v e  t h e  market an impress ion  t h a t  we were 
e a s i n g  p o l i c y  and t h a t  c o u l d ,  o f  c o u r s e ,  be ve ry  t roublesome.  I t h i n k  
"C" i s  more i n  l i n e  w i t h  what ,  i n  f a c t ,  we have been do ing  and ,  a s  was 
i n d i c a t e d  e a r l i e r ,  r e p r e s e n t s  more o f  a no-change p o l i c y  t h a n  "B" .  
With r e s p e c t  t o  t h e  d i s c o u n t  r a t e .  I t h i n k  w e  ought t o  keep t h a t  i n  
r e s e r v e  f o r  u s e  when we have t h e  nex t  downward f a l l  i n  t h e  exchange 
r a t e .  I d o n ' t  know when t h a t  i s  going t o  come, b u t  it seems t o  m e  
r a t h e r  t h a n  r a i s e  t h e  d i s c o u n t  r a t e  i n  a p e r i o d  of  s t a b l e  exchange 
r a t e s ,  w e  ought  t o  ho ld  t h a t  t o  have something i n  o u r  armory f o r  u s e  
on t h a t  o c c a s i o n .  

CHAIRMAN VOLCKER. M s .  Sege r .  

MS. SEGER. I a m  i n  f a v o r  o f  no t i g h t e n i n g .  I am n o t  s u r e  
which a l t e r n a t i v e  t h a t  i s ,  t h e  way t h e s e  t h i n g s  d r i f t .  A s  I s a i d  
e a r l i e r ,  t h e  r e a l  economy i s  ve ry  s l u g g i s h .  Fur thermore ,  I d o n ' t  see 
any s i g n  of  r e a l  l i f e  i n  any s e c t o r :  c e r t a i n l y ,  I d o n ' t  see any s e c t o r  
o v e r h e a t i n g  a t  t h e  moment. A s  Manley s a i d ,  we've a l r e a d y  t i g h t e n e d .
What I t h i n k  we have i s  something t h a t  i s  beyond a l t e r n a t i v e  C l a s t  
t i m e :  I b e l i e v e  t h a t  t h e  m a j o r i t y  vo ted  f o r  m a i n t a i n i n g ,  which was 
a l t e r n a t i v e  B .  A l so ,  w e  have n o t  s e e n  i n  t h e  r e a l  economy y e t  t h e  
e f f e c t s  o f  t h e  t i g h t e n i n g  t h a t  w e  a l r e a d y  d i d .  The world economy i s  
s l u g g i s h ,  and even t h e  s t a f f  has  r e v i s e d  i t s  p r o j e c t i o n s  o f  t h e  growth
i n  i n d u s t r i a l i z e d  c o u n t r i e s .  The impor t an t  dange r ,  I t h i n k ,  i s  t h a t  
w e  w i l l  t i g h t e n  monetary p o l i c y  and t h e  f o r e i g n  c o u n t r i e s  a r e  no t  
go ing  t o  o f f s e t  w i t h  some e a s i n g  on t h e i r  s i d e .  A l s o ,  t h e  monetary 
a g g r e g a t e s  have slowed and a re  expec ted  t o  b e  weak. I t h i n k  a 
r e c e s s i o n  would be  a d i s a s t e r .  I t  would c e r t a i n l y  n o t  make o u r  budget
d e f i c i t  any b e t t e r .  I t  would h u r t  t h e  lesser developed c o u n t r i e s :  it 
would make t h e i r  d e b t  burdens a l o t  h e a v i e r .  I t  would n o t  h e l p  t h e  
f i n a n c i a l  sys tem,  p a r t i c u l a r l y  t h e  s a v i n g s  and l o a n s  t h a t  a r e  a l r e a d y  
s o r t  o f  shaky.  And, f i n a l l y ,  I d o n ' t  t h i n k  i n f l a t i o n a r y  p r e s s u r e s  can 
ex i s t  v e r y  long  i n  an environment w i t h  excess c a p a c i t y  and commodity
g l u t s  worldwide.  I would l i k e  t o  v o t e  f o r  "B" b u t  no t  a "B" t h a t  
would d r i f t .  

CHAIRMAN VOLCKER. "B" i s  where [ u n i n t e l l i g i b l e ]  d r i f t .  Mr. 
S t e r n .  

MR. STERN. I f a v o r  a l t e r n a t i v e  C, which seems t o  m e  n o t  ve ry
f a r  from where w e  are a t  t h e  moment. I t  seems t o  m e  a p p r o p r i a t e  under  
t h e  c i r c u m s t a n c e s ,  g iven  t h e  con t inued  v u l n e r a b i l i t y  o f  t h e  d o l l a r  and 
what w e  a r e  s e e i n g - - a t  l ea s t  what I t h i n k  w e  a r e  s e e i n g - - i n  t h e  p r i ce
numbers. I know t h a t  it i s  p o s s i b l e  t h a t  what w e  a re  s e e i n g  h e r e  i s  
s imply  l a r g e  r e l a t i v e  p r i c e  changes i n  some commodities and ene rgy ,
and s o  f o r t h .  But I t h i n k  t h e  bond market  i s  t e l l i n g  u s  something
d i f f e r e n t .  Given t h e  p o l i c i e s  t h a t  w e  have pursued o v e r  t h e  l a s t  
couple  o f  y e a r s - - n o t  j u s t  monetary p o l i c y ,  b u t  f i s c a l  p o l i c y - - a n d
g iven  what has  happened t o  t h e  d o l l a r ,  i n  some s e n s e ,  one cou ld  a s k  
t h e  q u e s t i o n :  What has  t a k e n  t h e  marke ts  s o  long  t o  r e a c t  t h e  way t h e y
have? So,  "C" seems t o  m e  t o  be  a p p r o p r i a t e ,  and I would prefer t o  
coup le  t h a t  i n  t h e  r e l a t i v e l y  n e a r  f u t u r e  w i t h  a d i s c o u n t  r a t e  
i n c r e a s e .  A t  t h i s  p o i n t  i n  t i m e  I t h i n k  t h a t  h a s  a chance ,  a t  l e a s t ,  
o f  b e i n g  s a l u t a r y  as f a r  a s  t h e  d o l l a r  and t h e  bond market are 
concerned .  
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CHAIRMAN VOLCKER. M r .  Boehne. 

MR. BOEHNE. I am f o r  a l t e r n a t i v e  C and I t h i n k  we ought  t o  
have a d i s c o u n t  r a t e  i n c r e a s e .  I t h i n k  a d i s c o u n t  r a t e  i n c r e a s e  now 
o r  r e l a t i v e l y  soon  buys us more t h a n  i f  we w a i t  a few weeks.  I d o n ' t  
t h i n k  t h e y  a re  of e q u a l  v a l u e .  The l o n g e r  we w a i t  t h e  more it g e t s
d i s c o u n t e d  and j u s t  d o e s n ' t  buy u s  v e r y  much. I t h i n k  it would have 
been wor th  more a week ago and w i l l  b e  wor th  less two weeks from now. 
S o ,  I would move f a i r l y  prompt ly  on t h e  d i s c o u n t  r a t e  i n  c o n j u n c t i o n
w i t h  " C . "  

CHAIRMAN VOLCKER. M r .  Melzer  

MR. MELZER. I would be  i n  t h e  same p o s i t i o n  t h a t  Ed Boehne 
j u s t  e x p r e s s e d .  I t h i n k  t h a t  i f  we w a i t  on t h e  d i s c o u n t  r a t e  u n t i l  
t h e r e  i s  a n o t h e r  t e s t  on t h e  d o l l a r ,  t h e r e  i s  a good chance  t h a t  a 50  
b a s i s  p o i n t  move wou ldn ' t  be enough. By showing some r e s o l v e  soone r .  
I t h i n k  we have a b e t t e r  chance  o f  d e a l i n g  w i t h  t h a t .  A l s o ,  a s  Gary 
S t e r n  p o i n t e d  o u t ,  t h a t  d e a l s  w i t h  t h e  i n f l a t i o n a r y  e x p e c t a t i o n s
d e c i s i v e l y .  

CHAIRMAN VOLCKER. Mr. B lack  

MR. BLACK. Mr. Chairman, I a p p a r e n t l y  l e d  some of o u r  
c o l l e a g u e s  i n t o  t h i n k i n g  t h a t  I d i d  n o t  s e e  any i n f l a t i o n  p ickup a t  
a l l .  A l l  I meant t o  convey was t h a t  I t h o u g h t  t h a t  marke t s  may be  
a n t i c i p a t i n g  more t h a n ,  i n  f a c t ,  i s  l i k e l y  t o  happen.  I do t h i n k  t h a t  
i n f l a t i o n a r y  e x p e c t a t i o n s  and some i n d i c a t i o n s  o f  i n f l a t i o n  have 
a c t u a l l y  appea red .  Bu t .  i n  view of t h e  weakness i n  t h e  domes t i c  
economy and even  g r e a t e r  weakness 
s i t u a t i o n ,  I t h i n k  maybe w e  ought
i n c l i n e d  t o  f a v o r  a p o s i t i o n  t h a t  
l i s t e n i n g  t o  comments around t h e  
l i k e  i s  l e v e l  o f  borrowed 

a b r o a d ,  and now t h i s  C i t i b a n k  
t o  proceed w i t h  some c a u t i o n .  I was 
was more a "B-minus".  b u t  a f t e r  

t a b l e .  I t h i n k  what I r e a l l y  would 
a r e s e r v e s  t h a t  would produce a f e d e r a l  

f u n d s  r a t e  of a round 6 - 3 1 4  p e r c e n t .  a s  it h a s  been r e c e n t l y .  I ' d  p u t
t h a t  i n  e i t he r  t he  "B-minus" o r  t h e  "C" c a t e g o r y .  I would a l s o  f a v o r  
go ing  toward  v a r i a n t  I1 [ o f  t h e  d i r e c t i v e  l a n g u a g e ] .  and moving t h a t  
f o r e i g n  exchange r e f e r e n c e  back  t o  i t s  u s u a l  p o s i t i o n .  And I would 
l i k e  t o  u s e  "would" and "migh t . "  A l s o ,  I t h i n k  it might  be  wor th  
c o n s i d e r i n g  moving up t h a t  p o i n t  on t h e  conce rns  abou t  i n f l a t i o n a r y  
p r e s s u r e s  b e f o r e  t h e  r e f e r e n c e  t o  the  s t r e n g t h  i n  t h e  b u s i n e s s  
expans ion  a s  a way of showing t h a t  t h a t  i s  now a more i m p o r t a n t
c o n s i d e r a t i o n .  T h i s  r e f e r s  t o  what you 'd  f i n d  i n  t h e  d i r e c t i v e  
l anguage  w i t h  t h e  brown cove r  on l i n e s  110 and 111 o r  on page 15 of 
t h e  Bluebook. And, I would h o l d  t h a t  d i s c o u n t  r a t e  move i n  abeyance
f o r  a w h i l e  i n  c a s e  w e  g e t  some r e a l  p r e s s u r e  on t h e  d o l l a r  s o  t h a t  we 
cou ld  move v e r y  q u i c k l y  on it a t  t h a t  t i m e .  I d o n ' t  f e e l  t e r r i b l y
s t r o n g l y  abou t  t h a t .  

CHAIRMAN VOLCKER. Governor Hel ler .  

MR.  HELLER. I a g r e e  l a r g e l y  w i t h  what Mr. Black  j u s t  s a i d :  I 
am a l s o  i n  f a v o r  o f  "B-minus." e s p e c i a l l y  i n  v iew o f  t h e  f a c t  t h a t  M2 
i s  l y i n g  a t  a l e v e l  s u b s t a n t i a l l y  below t h e  t a r g e t  cone and M3 i s  j u s t  
a t  t h e  bot tom end of t h e  t a r g e t  r ange .  L i k e  M r .  B lack .  I am a l s o  i n  
f a v o r  o f  v a r i a n t  11, moving t h e  f o r e i g n  exchange language  f u r t h e r  down 
i n  t h e  p r i o r i t y  l i s t .  
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CHAIRMAN VOLCKER. Governor Johnson.  

MR. J O H N S O N .  I s t a n d  i n  t h e  " C "  c a t e g o r y ,  main ly  because  I 
t h i n k  t h a t  i s  b a s i c a l l y  no change i n  c u r r e n t  p o l i c y  o p e r a t i o n s .  I 
t h i n k  t h a t  would b e  c o n s i s t e n t  w i t h  about  a 6 - 3 / 4  p e r c e n t  funds  r a t e ,  
o r  something l i k e  t h a t ,  maybe even less .  But I see two t h i n g s  t h a t  
cou ld  be  done w i t h  " C "  t h a t  cou ld  i n v o l v e  b o t h  t h e  adop t ion  o f  a 
h i g h e r  borrowings and a d i s c o u n t  r a t e  change ,  w i t h o u t  a f u r t h e r  move 
upward [ i n  t h e  funds  r a t e ] .  If w e  want t o  ho ld  o f f  on t h e  d i s c o u n t  
r a t e ,  [ s a v i n g  i t ]  a s  ammunition f o r  a f u t u r e  e v e n t  i n  terms o f  t h e  
announcement impac t ,  w e  could  go ahead and change t h e  borrowing l e v e l  
t o  $600  m i l l i o n  from t h e  $400  m i l l i o n  b u t  have some s o r t  o f  
con t ingency  where,  i f  w e  d e c i d e  a d i s c o u n t  r a t e  change i s  needed 
l a t e r ,  t h e n  w e  would lower t h e  bor rowing .  The d i s c o u n t  r a t e  change
would b e  a s u b s t i t u t e  s o  t h a t  t h e r e  i s  no a d d i t i o n a l  p r e s s u r e  on t h e  
funds  r a t e  b u t  w e  g e t  t h e  announcement e f f e c t  o f  t h e  d i s c o u n t  r a t e .  
S o ,  it i s  n o t  i m p o s s i b l e  t o  do b o t h  w i t h  t h e  same p o l i c y .  I would 
s u p p o r t  I IC "  assuming--and  t h a t  i s  why I had t h e  t e c h n i c a l  q u e s t i o n  
e a r l i e r - - t h a t  "C"  r e p r e s e n t s  b a s i c a l l y  c u r r e n t  o p e r a t i n g  p r o c e d u r e ,  
and I would add t h e  o p t i o n  of  t h e  d i s c o u n t  r a t e  s u b s t i t u t i n g  f o r  t h a t  
a t  a lower l e v e l  o f  borrowing a t  some p o i n t  when w e  might  want t o  use 
i t .  I d o n ' t  know what t h e  p o s s i b i l i t i e s  a r e ,  b u t  t h e  Chairman made it 
c l e a r  t h a t  it i s  p robab ly  n o t  v e r y  l i k e l y  t h a t  w e  cou ld  work o u t  some 
s o r t  o f  c o o r d i n a t e d  move.with Japan  o f  Germany. 

CHAIRMAN VOLCKER. I t h i n k  t h e  p r o b a b i l i t y  i s  z e r o  now. 

MR. J O H N S O N .  Zero.  Yes, I t h i n k  t h a t  i s  r i g h t .  My
s u g g e s t i o n  i s  t h a t  w e  go ahead and a d j u s t  t h e  borrowing bu t  t h e n  
r e s e r v e  t h e  d i s c o u n t  r a t e  f o r  a p o i n t  when--maybe n o t  t h i s  week b u t  
n e x t  week, o r  whenever ,  depending on deve lop ing  e v e n t s  i n  t h e  exchange
m a r k e t - - t h a t  might  be  something t h a t  could  b e  u s e d .  S o ,  t o  some 
e x t e n t ,  you g e t  t h e  d u a l  e f f e c t  o f  t h e  announcement o f  t h e  d i s c o u n t  
r a t e  and t h e  h i g h e r  borrowing l e v e l  w i t h i n  t h e  same p e r i o d  wi thou t  
r e a l l y  hav ing  t o  make an  a d j u s t m e n t .  That  would be my p r e f e r e n c e .
d o n ' t  know what you would c a l l  t h a t :  I guess  you would c a l l  t h a t  " C "  
w i t h  a v a r i a t i o n .  

CHAIRMAN VOLCKER. I t  i s  I ' C . "  

MR. J O H N S O N .  Yes, a c u t e  " C .  I' 

CHAIRMAN VOLCKER. M r .  Guffey .  

MR. GUFFEY. Thank you,  M r .  Chairman. I n  my view,  what h a s  
happened i s  n o t  a r e s u l t  o f  F e d e r a l  Reserve  monetary p o l i c y  
management. The f a c t  t h a t  w e  have a 6 - 3 / 4  p e r c e n t ,  o r  a 6-718 t o  7 
p e r c e n t ,  funds  r a t e  i s  l a r g e l y  a resul t  o f  t h e  m a r k e t s '  m i sconcep t ion  
o r  p e r c e p t i o n  o f  what has  o c c u r r e d .  That  i s ,  I s t i l l  view our  
borrowing t a r g e t  a s  $400  m i l l i o n ,  w i t h  $850 m i l l i o n  excess  r e s e r v e s :  
w i t h  t h e  t e c h n i c a l  problems t h a t  t h e  Desk h a s  encoun te red ,  w e  d i d n ' t  
h i t  t h a t  s imply  because  t h e  market  t o o k  it e l sewhere .  F u r t h e r ,  g iven
t h e  f o r e c a s t  o f  domest ic  growth- -which  i s  f a i r l y  modest ,  it seems t o  
m e ,  a t  2 - 1 / 2  t o  3 p e r c e n t - - t h e  o n l y  r e a s o n s  t h a t  one could  j u s t i f y
r a i s i n g  t h e  i n t e r e s t  r a t e s  a t  t h i s  p o i n t ,  e i t h e r  t h rough  open market  
o p e r a t i o n s  o r  t h e  d i s c o u n t  r a t e ,  a r e :  (1) i f  you were concerned about  
i n f l a t i o n ,  and I d o n ' t  s h a r e  t h a t  a t  t h e  moment: o r  ( 2 )  t o  s u p p o r t  t h e  
d o l l a r .  I t  i s  my u n d e r s t a n d i n g  t h a t  f o r  t h e  moment t h e  d o l l a r  i s  

I 
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fairly stable. So. neither one of those two things looms very large 
to me and. as a result. I would probably generally opt to go with "B." 
But given the uncertainty in the market and the fact that they have 
taken the rate up, to come down too quickly would put some downward 
pressure on the dollar. As a result, I would go with a "B/C". with a 
borrowing level of about $500 million. But that would be simply to 
moderate the downward movement of interest rates if we can achieve 
that without putting pressure on the dollar. 

CHAIRMAN VOLCKER. Governor Angell. 


MR. ANGELL. I am very sympathetic to the point made by Ed 
Boehne, and seconded by Tom Melzer, that there would be more clout 
from a discount rate change if it were to occur prior to moving to, or 
confirming, a $600 million borrowing level. I think it would have 
more impact. But since the Governors of the Board will be the ones 
voting on that, I belong in camp "C." 

CHAIRMAN VOLCKER. Mr. Corrigan 


VICE CHAIRMAN CORRIGAN. I would be for "C" too. As far as 
the Boehne/Melzer/Angell twist, that is something I have some 
considerable sympathy for--tryingto get out ahead of this a little. 
I think a discount rate change now would give us the kind of 
maneuvering room that Manley mentioned, as well. I might be a bit 
more skittish about the discount rate this morning than I was 
yesterday, just because the market has gotten pretty jumpy in the 
context of this Citibank development. But the right policy, in my
judgment. is the Boehne/Melzer/Angell twist on this, which affects the 
timing. as far as I'm concerned. 

MR. JOHNSON. Another question. If we went for a discount 
rate change soon. and that was the policy, what borrowing would go
with that? 

MR. ANGELL. Well, it seems to me that a $400  million 
borrowing assumption should go with the discount rate move to give you 
t1 c . I, And then if conditions changed, that would call in the rest of 
our directive as to the room we would have later. 

VICE CHAIRMAN CORRIGAN. Peter, is that how you and Don think 

about it? 


CHAIRMAN VOLCKER. That is what "C" says. 


MR. JOHNSON. Yes. That is right. Now that I think about 

it. it is in the Bluebook that way. 


CHAIRMAN VOLCKER. All this perceived wisdom says that half 

the people would like to see the discount rate moved right away and 

half the people would not like to see it moved. 


MR. ANGELL. Well, Mr. Chairman, you haven't voted yet. 


CHAIRMAN VOLCKER. That is correct. I would interpret most 

people's comments'as indicating that they are reasonably happy in a 

very general way with the way things are now. How do we express that 

in detail? I guess it depends on what we do with the discount rate. 
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I w i l l  l o o k  a t  t h e  wording t o  see what wisdom t h a t  i m p l i e s .  Very
b r o a d l y ,  i s  t h e  p r e f e r e n c e  f o r  v a r i a n t  I o r  II? A coup le  o f  p e o p l e
s a i d  t h e y  would l i k e  v a r i a n t  I1 and many d i d n ' t  s ay  a n y t h i n g .  I am 
n o t  wor r i ed  about  t h e  p r e c i s e  words i n  e i t h e r  one ,  b u t  v a r i a n t  I 
c l e a r l y  g i v e s  more prominence t o  t h e  exchange r a t e .  Is t h a t  c l o s e r  t o  
t h e  c e n t e r  o f  g r a v i t y  o r  t h e  r e v e r s e ?  

MR. J O H N S O N .  My p r e f e r e n c e  would be  t o  emphasize t h e  
i n f l a t i o n a r y  e x p e c t a t i o n s  i s s u e .  I guess  t h a t  i s  i n  v a r i a n t  I - - i t  has  
t h e  exchange r a t e  mentioned i n  t h e r e  bu t  n o t  a s  prominent ly  a s  t h e  
i n d i c a t i o n s  o f  i n f l a t i o n a r y  p r e s s u r e s .  

MR. BLACK. You've g o t  t h a t  i n  V a r i a n t  1 1 ,  Manley. I wonder 
i f  you would be  amenable t o  p u t t i n g  t h a t  i n  f r o n t  o f  t h e  s t r e n g t h  of  
t h e  b u s i n e s s  expans ion .  which i s  t h e  i d e a  t h a t  I th rew o u t .  

MR. J O H N S O N .  Okay. 

MR. BLACK. I t h i n k  it g e t s  t o  t h e  same s o r t  o f  t h i n g .  

MR. KEEHN. Are you s a y i n g ,  Bob. v a r i a n t  I1 b u t  move t h e  
i n f l a t i o n a r y  p r e s s u r e  p h r a s e  up i n  t h e  s e n t e n c e ?  

MR. BLACK. Yes. t h a t ' s  what I would do:  move it up t o  l i n e  
110 i n s t e a d  o f  111 and put  it r i g h t  ahead o f  t h e  " s t r e n g t h  i n  t h e  
b u s i n e s s  expans ion . "  

CHAIRMAN VOLCKER. I t h i n k  it i s  p r e t t y  c l o s e .  

MR. BLACK. Well, it i s ;  I g r a n t  t h a t .  

CHAIRMAN VOLCKER. I t h i n k  t h e  argument i s  s t r a i g h t f o r w a r d ;  
w e  can  move up t h e  i n f l a t i o n a r y  p r e s s u r e s  p h r a s e .  I f e e l  t h a t  a l o t  
o f  comments sugges t ed  t h a t  maybe t h e  t i m i n g  of  t h e  d i s c o u n t  r a t e  ought 
t o  be  p r i m a r i l y  i n f l u e n c e d  by one t h i n g  o r  t h e  o t h e r .  Whatever one 
conc ludes  about  t h e  t i m i n g  i s  a f o r e i g n  market  q u e s t i o n .  And, i f  an 
i n f l a t i o n  e x p e c t a t i o n s  q u e s t i o n  i s  r e a l l y  what w e  a r e  t a l k i n g  a b o u t ,  
t h e n  I am n o t  s o  sure  whether  we're n o t  b e t t e r  o f f  p u t t i n g  i n f l a t i o n  
i n  w i t h  t h e  exchange market  i n  t h e  f i r s t  c l a u s e :  "developments  i n  
f o r e i g n  exchange marke t s  and i n d i c a t i o n s  of  i n f l a t i o n a r y  p r e s s u r e s " - -
o r  v i c e  v e r s a - - " t a k i n g  i n t o  a c c o u n t . . . "  e t c .  

MR. ANGELL. Yes, l e t ' s  do t h a t .  Put  i n f l a t i o n  i n  f r o n t  of  
t h e  d o l l a r .  L e t ' s  go w i t h  v a r i a n t  I ,  b u t  p u t  i n f l a t i o n  i n  f r o n t  o f  
t h e  f o r e i g n  exchange.  

CHAIRMAN VOLCKER. "Depending on i n d i c a t i o n s  o f  i n f l a t i o n a r y  
p r e s s u r e s  and developments  i n  f o r e i g n  exchange m a r k e t s . "  

MR. ANGELL. Yes. 

MR. BOEHNE. I l i k e  t h a t .  

SEVERAL. I a g r e e .  

CHAIRMAN VOLCKER. - -deve lopments  i n  f o r e i g n  exchange 
m a r k e t s ,  t a k i n g  i n t o  account  t h e  behav io r  of  t h e  a g g r e g a t e s , "  t h e n  why
d o n ' t  w e  j u s t  s a y  "and t h e  s t r e n g t h  o f  t h e  b u s i n e s s  expans ion"?  
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MR. KOHN. The phrase "conditions in credit markets" is there 

at the end of that sentence. 


CHAIRMAN VOLCKER. I know, but does that add anything? 


MR. ANGELL. No. Let's leave it out. 


MR. KELLER. The aggregates are thrown out too. 


CHAIRMAN VOLCKER. No. "Taking into account the behavior of 

the aggregates and the strength of the business expansion." We can 

leave in credit market conditions: I am not sure what it is supposed 

to mean in this connection. 


MR. ANGELL. With inflationary pressures highlighted. I think 

the credit market conditions might be reflected by that same phrase.

If it is. we don't need-­


CHAIRMAN VOLCKER. I suppose that phrase is meant to say if 

conditions in the credit markets are too bad. we would get easier. 


MR. KOHN. Yes. at least the Committee would take that into 

account if a serious problem arose. At one point it said foreign and 

domestic credit markets. 


MR. ANGELL. Well. I think we ought to leave it out. 


MR. KOHN. If a problem-­


CHAIRMAN VOLCKER. Let's go back to the earlier part of that 
sentence. 

VICE CHAIRMAN CORRIGAN. It raises a question in my mind as 

to what we're thinking of. 


CHAIRMAN VOLCKER. "This approach is expected to be 

consistent with growth in M2 and M3 over the period at annual rates of 

6 percent or less" is what we had. 


MR. ANGELL. I still like 3 to 7 percent. 


CHAIRMAN VOLCKER. What is the projection explicitly? 


MR. ANGELL. Well, because M2 does run a little low: on M3-- 


CHAIRMAN VOLCKER. Well, it's "the aggregates." If M2 runs 

low--

MR. HELLER. M2 runs low. 

CHAIRMAN VOLCKER. But the projection is about 6 percent for 
M3 and only 3-1/2 to 4 percent for M2. We can say " 4  and 6 percent,
respectively.: or we can say " 6  percent or less." 

SEVERAL. 6 percent or less. 

MR. JOHNSON. Say around 6 percent. I don't care: I am not 

getting into this one again. 
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CHAIRMAN VOLCKER. J u s t  r e a d i n g  what w e  have  h e r e :  “Growth i n  
M1 i s  e x p e c t e d  t o  s low s u b s t a n t i a l l y  ove r  t h e  b a l a n c e  o f  t h e  second 
q u a r t e r .  

MR. ANGELL. I d o n ’ t  t h i n k  t h a t - -

MR. KOHN. Compared w i t h  18 p e r c e n t .  

CHAIRMAN VOLCKER. That  i s  a g r e a t  d a r i n g  s t a t e m e n t :  it may 
be  below 18 p e r c e n t  f o r  t h e  res t  o f  t h e  q u a r t e r !  

MR. ANGELL. I t  l o o k s  t o  m e  l i k e  you a r e  a p t  t o  g e t  d o u b l e -
d i g i t  r a t e s  f o r  t h e  q u a r t e r .  What do you t h i n k ,  Don? 

MR. KOHN. Well ,  you c o u l d .  We have  an  8 t o  8 - 1 / 2  p e r c e n t
growth r a t e  i n  t h e  p a t h ;  b u t  you c a n ’ t  r u l e  o u t  a 10 p e r c e n t  pace .  
The p r e v i o u s  d i r e c t i v e  had someth ing  abou t  M 1  i s  e x p e c t e d  t o  remain 
s u b s t a n t i a l l y  below i t s  pace i n  1986,  which i s  p r e t t y  s a fe  s ince  t h a t  
pace  was 1 5 - 1 / 4  p e r c e n t .  

CHAIRMAN VOLCKER. We c o u l d  s a y  someth ing  even s a f e r - - b e l o w  
18!  We s a i d  it would be  below 1 5 ;  w e  now s a y  below 1 8 .  Can w e  s a y
someth ing  a b i t  more s u b s t a n t i v e  maybe? 

MR. BOEHNE. W e  d o n ’ t  know what w i l l  happen .  

MR. ANGELL. Say below i t s  pace i n  t h e  f i r s t  q u a r t e r .  I t  was 
13 p e r c e n t  i n  t h e  f i r s t  q u a r t e r .  I t h i n k  it i s  sa fe  t o  s a y  it w i l l  be  
below 1 3  p e r c e n t .  

CHAIRMAN VOLCKER. 13  p e r c e n t  was t h e  a v e r a g e ?  

MR. ANGELL. The f i r s t - q u a r t e r  a v e r a g e  o v e r  t h e  f o u r t h -
q u a r t e r  a v e r a g e .  

CHAIRMAN VOLCKER. What was i t ,  s a y ,  December t o  March? 

MR. KOHN. I ’ m  n o t  s u r e .  November t o  March it w a s  11 
p e r c e n t .  December t o  March p r o b a b l y  was less  t h a n  t h a t  because  
December w a s  s o  h i g h .  I d o n ’ t  know what t h e  December t o  March r a t e  
was. 

MR. ANGELL. I can  g i v e  you t h e  December 3 1  t o  March 30 .  
With t h e  hump t a k e n  o u t ,  it was 5 - 1 / 2  p e r c e n t .  But w i t h  t h e  hump on 
it was- ­

CHAIRMAN VOLCKER. We can  s a y  below i t s  pace i n  t h e  f i r s t  
q u a r t e r ,  b u t  t h e r e  a r e  two ways o f  l o o k i n g  a t  t h e  f i r s t  q u a r t e r .  I t  
i s - -

MR. KOHN. Q - I V  t o  March was 10 p e r c e n t .  December t o  March 
would have  be’en s i n g l e  d i g i t s .  Dave L i n d s e y ,  I hope ,  i s  g e t t i n g  t h e  
number r i g h t  now. 

V I C E  CHAIRMAN CORRIGAN.  Doesn ’ t  o v e r  t h e  q u a r t e r  u s u a l l y  
convey December t o  March? 

CHAIRMAN VOLCKER. I t  would t o  m e .  
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MR. KOHN. 4 - 3 / 4  p e r c e n t .  

CHAIRMAN VOLCKER. I t  was o n l y  4-314 p e r c e n t .  Say 1 0  p e r c e n t  
o r  below.  T h a t ' s  a l i t t l e - -

MR. ANGELL. T h a t ' s  a l l  r i g h t .  You may have t o  e a s e  p o l i c y  a 
l i t t l e  t o  a c h i e v e  t h a t .  b u t  t h a t  would p robab ly  b e  v e r y  a p p r o p r i a t e .  

CHAIRMAN VOLCKER. Say 6 p e r c e n t  o r  less  f o r  t h e  b r o a d e r  
a g g r e g a t e s  and growth i n  M 1  i s  expec ted  t o  be  10 p e r c e n t  o r  l e s s .  

MR. ANGELL. Yes. t h a t  would be  f i n e .  That  would be  
a p p r o p r i a t e  r e s t r a i n t .  

MR. KOHN. T ry ing  t o  make a l i t t l e  men ta l  a l lowance  t h a t  w e  
have  a s p e c i a l  f a c t o r  here t h a t  may g i v e  it a l i t t l e  b o o s t .  I would 
s a y  "around 10 p e r c e n t  o r  l e s s "  t o  g i v e  us a l i t t l e - -

MR. ANGELL. Saying  "expec ted"  i s - ­

CHAIRMAN VOLCKER. "Expected" i s  what we s a y  abou t  t h e  
o t h e r s .  That  w o r r i e s  m e  a l i t t l e .  Does t h i s  mean t h a t  M 1  h a s  t h e  
same impor t ance  a s  M2 o r  M3? 

MR. JOHNSON. I d e f i n i t e l y  t h i n k  we should  downplay t h a t .  

MR. ANGELL. The problem i s  it i s  more i n f l u e n c e a b l e  t h a n  M2 
and M 3 - - t h a t  i s ,  i f  you r e a l l y  w a n t - ­

CHAIRMAN VOLCKER. We have a l r e a d y  s a i d  we d o n ' t  have a 
t a r g e t  f o r  i t .  We can  have a t a r g e t  f o r  i t ,  b u t  i s  t h a t  what w e  a r e  
do ing?  

MR. JOHNSON.  No, I d o n ' t  want t o .  

MR. HELLER. But when you s a y  10  p e r c e n t  o r  l e s s ,  what a r e  
you t a k i n g  a s  t h e  b a s e ?  

MR. ANGELL. You ' r e  t a k i n g  t h e  s e c o n d - q u a r t e r  ave rage  
compared t o  t h e  f i r s t .  

CHAIRMAN VOLCKER. End o f  March t o  t h e  month of June .  

MR. HELLER. I n  March you have a v e r y  low-

MR. JOHNSON.  You ' re  go ing  from a low b a s e  t o  a b i g  A p r i l
number and t h a t  i s  go ing  t o  b e - -

MR. HELLER. You ' r e  pushing  way above t h e  10  p e r c e n t .  

MR. ANGELL. Y e s .  b u t  A p r i l  comes back  o f f .  I t  i s  n o t  
measur ing  A p r i l .  I t  i s  p o i n t  t o  p o i n t .  

MR. JOHNSON. You a r e  s t i l l  r a i s i n g  t h e  b a s e  from which it 
h a s  t o - -

MR. BOEHNE. I have a coup le  o f  problems w i t h  s p e c i f y i n g  a 
number. F i r s t ,  I t h i n k  it conveys t h a t  w e  now know more about  M 1  
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s p e c i f i c a l l y  t h a n  we d i d  a f e w  months ago ,  and I d o n ' t  t h i n k  w e  r e a l l y
do.  Secondly ,  i n  t h e  same d i r e c t i v e  t h a t  w e  move i n f l a t i o n a r y  
p r e s s u r e s  up t o  t h e  t o p  o f  t h e  l i s t ,  do we want t o  pu t  a double  d i g i t
f i g u r e  f o r  an a g g r e g a t e  l i k e  M l ?  I j u s t  t h i n k  t h a t  s ends  t h e  wrong 
message. 

CHAIRMAN VOLCKER. T h a t ' s  a l l  t e r r i f i c .  What language  do you
s u g g e s t ?  

MR. BOEHNE. "Growth i n  M 1  i s  expec ted  t o  s low s u b s t a n t i a l l y
from i t s  pace i n  1986" o r  " t o  be below i t s  pace i n  1986."  

MR. ANGELL. J u s t  l e a v e  it t h e  same a s  we had t h e  l a s t  t i m e .  

MR. BOEHNE. E s s e n t i a l l y .  

MR. ANGELL. If you want t o  be vague,  t h a t  does  i t .  

CHAIRMAN VOLCKER. "Growth i n  M 1  i s  expec ted  t o  remain w e l l  
below." I was wor r i ed  about  " t h i s  approach i s  expec ted  t o  be 
c o n s i s t e n t  w i t h  M2 and M3." Do w e  want a s t r o n g e r  ph rase  t h a n  t h a t ?  
We make t h i s  sound more l i k e  a t a r g e t  which it i s  supposed t o  be .  
"Expected t o  be c o n s i s t e n t " - - t h e  magic words.  Oh, f o r g e t  about  i t .  
We' l l  l e a v e  t h e  funds  range 4 t o  8 p e r c e n t .  Now t h e  s u b s t a n t i v e  i s s u e  
i s - - t o  go back t o  t h e  beg inn ing  o f  t h e  f i r s t  sen tence - -we  d o n ' t  have 
t o  make it f u l l y  a symmet r i ca l ,  b u t  l a s t  t i m e  w e  d i d n ' t  l e a v e  i n  t h e  
c l a u s e  about  s l i g h t l y  l e s s e r  o r  somewhat l e s s e r .  We j u s t  s a i d  t h e  
l a s t  t i m e  "somewhat g r e a t e r  r e s e r v e  r e s t r a i n t  migh t . "  One way t o  do 
it i s  "somewhat g r e a t e r  r e s e r v e  r e s t r a i n t  would and s l i g h t l y  lesser 
r e s e r v e  r e s t r a i n t  migh t . "  

MR. J O H N S O N .  I t  seems t o  me t h a t  t h i s  t i m e  t h e r e  i s  no 
con t ingency ;  we a r e  s t a t i n g  a change i n  p o l i c y .  "Might" and "would" 
a r e  n o t  n e c e s s a r y .  We j u s t  s t a t e  what it i s .  

CHAIRMAN VOLCKER. We do? I t ' s  n i c e  t o  know--we h a v e n ' t  
g o t t e n  t o  t h e  f i r s t  s e n t e n c e  y e t .  I t h i n k  it probably  should  be n o t  
q u i t e  s o  asymmetr ica l  a s  l a s t  t i m e ,  which was f u l l y  asymmetr ica l .  If 
we keep t h i s  g e n e r a l  s t r u c t u r e  w e  can s a y :  "Grea te r  r e s e r v e  r e s t r a i n t  
would and somewhat o r  s l i g h t l y  lesser r e s e r v e  migh t . "  O r  w e  can make 
them b o t h  "somewhat" and make one word a "might ."  L e t ' s  go back t o  
t h e  f i r s t  s e n t e n c e .  I t h i n k  we can e i t h e r  s a y  "ma in ta in"  o r  
" i n c r e a s e . "  If we s a y  i n c r e a s e ,  w e  w i l l  s a y  " i n c r e a s e  t h e  deg ree  of  
r e s e r v e  p r e s s u r e s  sought  i n  r e c e n t  weeks" and it w i l l  a l l  b e  exp la ined
i n  t h e  p o l i c y  r e c o r d .  O r  w e  can s a y  "ma in ta in  t h e  e x i s t i n g " - -

MR. ANGELL. I t h i n k  it should  say  " i n c r e a s e d  somewhat." 
Because from t h e  l a s t  p o l i c y  d i r e c t i v e - -

MR. JOHNSON.  A s  l o n g  a s  it i s  made c l e a r  t h a t  t h a t  i s  
r e l a t i v e  t o  what w e  s o u g h t .  

MR. ANGELL. Assuming t h a t  t h e r e  i s  no g r e a t  t i d a l  wave h e r e  
t o  r e l e a s e  t h e  minutes  e a r l i e r  t h a n  t h e  nex t  meet ing .  it would seem t o  
me t h a t  what should  be i n  t h e  r eco rd  i s  i n c r e a s e d  r e s e r v e  r e s t r a i n t .  

MR. BOEHNE. I a g r e e  w i t h  t h a t .  
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MR. JOHNSON. I do t o o .  I just think it should be made clear 
relative to what. 

CHAIRMAN VOLCKER. [Unintelligible.] 


MR. ANGBLL. It is increased reserve restraint relative to 

the position. 


CHAIRMAN VOLCKER. It says increased. Somebody thinks it 

ought to be "the degree of reserve pressure sought in recent weeks." 


SPEAKER(?). You have to read it against the background of 
what we said in the policy record earlier. 

MR. MELZER. One concern that I have is that all we have 

done. in effect, is just ratify the level of reserve restraint that we 

have right now. Listening to what Sam and Peter said, that there 

might be some expectation out there-­


CHAIRMAN VOLCKER. Presumably we could be very technical: the 

borrowing average in this two-week period will probably come out 

around $500 million. 


MR. MELZER. Yes. I am not talking about the minutes now. 


CHAIRMAN VOLCKER. Reserves-


MR. GUFFEY. But we sought $400 million. 

CHAIRMAN VOLCKER. That is correct. But it is not going to 

be $600 million. 


SPEAKER(?). We may get a lot of borrowings tomorrow. 


MR. ANGELL. Well. it seems to me that we have already

decided what we want the policy to be. What we now are doing is 

discussing what we want the minutes to say when they are released in 

six weeks. It seems to me that the minutes should say that we have 

somewhat increased reserve restraint. 


MR. HELLER. Going from existing levels. 


MR. JOHNSON. No. I think going from seeking $400 million to 
seeking $600 million is a pretty good change. I agree from existing
conditions it is not big: it shouldn't be noticeable in the funds 
market. 

MR. ANGELL. Well. let's use the word "sought." 


MR. BOEHNE. That's what is in there. 


CHAIRMAN VOLCKER. When is the last time we used this kind of 

formulation? You say we have used it several times? 


MR. KOHN. I'm not sure. Maybe Mr. Bernard has that 
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CHAIRMAN VOLCKER. When w e  have  used  i t ,  I t h i n k  w e  have  had 
e x a c t l y  t h i s  same problem. These i s  a d e b a t e  abou t  whether  w e  want t o  
g e t  p u b l i c  c r e d i t  f o r  t i g h t e n i n g  up .  We're a c t u a l l y  t i g h t e n i n g .  

MR. J O H N S O N .  We a re  t i g h t e n i n g  a f t e r  t h e  f a c t .  

MR. KEEHN. I w o u l d n ' t  f e e l  s t r o n g l y  abou t  i t ,  b u t  i n  l i g h t  
of  t h e  f a c t  t h a t  w e  have  t i g h t e n e d  and w e  a r e  s u g g e s t i n g  wording  t h a t  
we a r e ,  would t h e r e  be  any sympathy f o r  moving toward  t h e  f e d e r a l  
f u n d s  r a n g e  c o n s i s t e n t  w i t h  " C , "  namely 5 t o  9 p e r c e n t ?  That  would 
p u t  t h e  r a t e  w e  a r e  g e t t i n g  abou t  i n  t h e  midd le  o f  t h a t  r a n g e .  

MR. JOHNSON. That  goes  w i t h  I I C "  anyway. 

MR. ANGELL. No. I t h o u g h t  t h e  Chairman s a i d  4 t o  8 p e r c e n t .  

CHAIRMAN VOLCKER. 4 t o  8 p e r c e n t  i s  what w e  have  been u s i n g .  

MR. KEEHN. I a m  s u g g e s t i n g  t h a t  i n  l i g h t  o f  changes  t h a t  
have o c c u r r e d  i n  t h e  r a t e  s t r u c t u r e  and t h e  way t h i s  d r a f t i n g  i s  
b e g i n n i n g  t o  shape  u p ,  would t h e r e  be  a b a s i s  f o r  chang ing  t h e  f e d e r a l  
f u n d s  r a n g e  t o .  5 t o  9 p e r c e n t ?  

CHAIRMAN VOLCKER. Yes. I would t h i n k  t h a t  i s  u n l i k e l y  b u t  
it c o u l d  c o n c e i v a b l y  happen.  I t  i s  a q u e s t i o n  o f  how w e  want it t o  
r e a d .  I t h i n k  most o f  t h e  t i m e  w e  have  n o t  moved t h e  r ange  when w e  
a r e  t h i s  f a r - - a n d  where w e  would a n t i c i p a t e  b e i n g  i s  t h i s  f a r - - f r o m  
t h e  edge .  That  i s  much more f r e q u e n t l y  [ t h e  c a s e ]  t h a n  n o t .  We have  
n o t  moved it u n t i l  w e  g e t  q u i t e  c l o s e  t o  t h e  edge .  

MR. HELLER. From 4 t o  8 - -

CHAIRMAN VOLCKER. But it i s  a l l  p s y c h o l o g i c a l .  Well, what 
do you want t o  s a y ?  "Seeks t o  i n c r e a s e  somewhat t h e  d e g r e e  o f  r e s e r v e  
p r e s s u r e  sough t  i n  r e c e n t  weeks"? One q u e s t i o n  i s  whether  w e  want t o  
s a y - - w h i c h  w e  have  a l s o  done a t  t i m e s - - " d e p e n d i n g  upon t h e  l e v e l  o f  
t h e  d i s c o u n t  r a t e , "  o r  " t a k i n g  i n t o  accoun t  any changes  i n  t h e  
d i s c o u n t  r a t e . "  I n  t h e  d i r e c t i v e  o f  August 1 9 ,  1986,  w e  s a i d  " I n  t h e  
imp lemen ta t ion  o f  p o l i c y  f o r  t h e  immediate  f u t u r e ,  t h e  Committee s e e k s  
t o  d e c r e a s e  s l i g h t l y  t h e  e x i s t i n g  d e g r e e  o f  p r e s s u r e  on r e s e r v e  
p o s i t i o n s ,  t a k i n g  i n t o  accoun t  t h e  p o s s i b i l i t y  o f  a change i n  t h e  
d i s c o u n t  r a t e .  

MR. ANGELL. I d o n ' t  t h i n k  w e  need t o  ment ion  t h e  d i s c o u n t  
r a t e .  

CHAIRMAN VOLCKER. I d o n ' t  t h i n k  w e  have  t o ,  b u t  p r o b a b l y  it 
w i l l  have  t o  be  ment ioned  i n  t h e  t e x t  [ o f  t h e  p o l i c y  r e c o r d ]  t h a t  how 
w e  w i l l  conduct  open marke t  o p e r a t i o n s  w i l l  depend on what t h e  
d i s c o u n t  r a t e  move i s .  

MR. B O Y K I N .  I t h i n k  I would because  I t h i n k  it would make a 
d i f f e r e n c e .  Not knowing what t h e  Board w i l l  do on t h e  d i s c o u n t  r a t e ,  
I would go f o r  t h e  $600 m i l l i o n  bor rowing  a s sumpt ion .  If I knew t h e  
r a t e  was go ing  t o  change ,  I would go f o r  t h e  $400 m i l l i o n .  

MR. ANGELL. Well, I t h o u g h t  t h a t  was assumed by eve ryone .  
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MR. BOYKIN. I think the comment on the discount rate should 

be there for those of us who don’t get to vote on that--that at least 

we have it in mind as a possibility. 


CHAIRMAN VOLCKER. I think that it has to be in the policy

record anyway. There is a more limited question here: whether it has 

to be mentioned in the directive itself. 


MR. BOYKIN. I am arguing yes. 


CHAIRMAN VOLCKER. We will interpret the degree of reserve 
pressure in the text to mean a composite of borrowings and discount 
rate, which is what we have done before. I think that has been 
established many times. So, presumably this degree of reserve 
pressure will be read as some combination of discount rate and 
borrowings, whether or not the discount rate is explicitly mentioned 
in this particular sentence. I will declare that. Still, it doesn’t 
answer the question of whether it is better or not visually to put 
some mention of it in there. It will be reasonably clear, I trust, in 
the last few paragraphs of the policy record leading up to the 
directive that the Committee very much had in mind that we might have 
a different level of borrowing depending upon what the discount rate 
is. 

MR. GUFFEY. Having said that. Mr. Chairman, what level of 

borrowing do you have in mind? 


CHAIRMAN VOLCKER. I will get to that in a minute. How many 

want the discount rate mentioned in this sentence? 


MR. JOHNSON. I am neutral; I don’t care. 


CHAIRMAN VOLCKER. We are going to be 5 to 5 .  

MR. JOHNSON. I’m not against it. 


MR. ANGELL. I’m against it. I prefer not-­ 


VICE CHAIRMAN CORRIGAN. I’m indifferent. 


CHAIRMAN VOLCKER. Well, we have a number o f  indifferent 
ones. 

MR. ANGELL. So,  you have more votes to have it in. 

CHAIRMAN VOLCKER. There are more votes to have it in,
probably. “In the implementation of policy, the Committee seeks to 
increase somewhat the degree of reserve pressure sought in recent 
weeks. taking account of the possibility of a change in the discount 
rate.‘I 

MR. JOHNSON. $600 million borrowing goes without a discount 
rate change; $ 4 0 0  million goes with a discount rate change. 

MS. SEGER. What are the odds for getting an increase in the 

discount rate and borrowing--notthe borrowing target, but actual 

borrowing--around $800 million? Could you conceive of that? 
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MR. ANGELL. We are  n o t  go ing  t o  h e a r  o f  any huge 
[ u n i n t e l l i g i b l e ]  g a i n s  o f  a t y p e  t h a t  w e  a r e  unab le  t o  o f f s e t .  

CHAIRMAN VOLCKER. " I n  t h e  implementa t ion  o f  p o l i c y ,  t h e  
Committee s e e k s  t o  i n c r e a s e  somewhat t h e  deg ree  of  r e s e r v e  p r e s s u r e
sought  i n  r e c e n t  weeks,  t a k i n g  i n t o  account  t h e  p o s s i b i l i t y  of  a 
change i n  t h e  d i s c o u n t  r a t e .  Somewhat g r e a t e r  r e s e r v e  r e s t r a i n t  would 
o r  somewhat lesser  r e s e r v e  r e s t r a i n t  might be  a c c e p t a b l e  depending on 
i n d i c a t i o n s  o f  i n f l a t i o n a r y  p r e s s u r e s  and on developments  i n  f o r e i g n  
exchange m a r k e t s ,  t a k i n g  i n t o  account  t h e  behav io r  of  t h e  a g g r e g a t e s  
and t h e  s t r e n g t h  o f  t h e  b u s i n e s s  expans ion .  T h i s  approach  i s  expec ted  
t o  be  c o n s i s t e n t  w i th .g rowth  o f  M2 and M3 ove r  t h e  p e r i o d  a t  annua l  
r a t e s  o f  6 p e r c e n t  o r  l e s s .  Growth i n  M 1  i s  expec ted  t o  be w e l l  below 
i t s  pace  d u r i n g  1986."  The 4 t o  8 p e r c e n t  r ange .  How do w e  d e a l  w i t h  
[two] " t a k i n g  i n t o  a c c o u n t s ? "  

MR. PARRY. Pu t  "dependtng on . "  

MR. STERN. Pu t  "depending on" back .  

CHAIRMAN VOLCKER. Now we've g o t  two "depending ons" !  

MR. BLACK. I t h i n k  you can l e a v e  t h e  second one o u t ,  b u t  
t h a t  may p u t  more emphasis on t h e  a g g r e g a t e s  t h a n  you want t o  g i v e
them. 

MR. J O H N S O N .  "Given" o r  " i n  t h e  l i g h t  o f . "  

MR. BOEHNE. If you want t o  s e p a r a t e  i t ,  you cou ld  have a 
comma and t h e n  "as w e l l  a s  t h e  behav io r  of  t h e  a g g r e g a t e s  and t h e  
s t r e n g t h  of  t h e  b u s i n e s s  expans ion . "  That  p u t s  it i n  two s l i g h t l y
d i f f e r e n t  c a t e g o r i e s .  

CHAIRMAN VOLCKER. Well, w e  cou ld  do it t h a t  way, I guess .  
" . . . a c c e p t a b l e  depending on i n d i c a t i o n s  of  i n f l a t i o n a r y  p r e s s u r e s  and 
on developments  i n  f o r e i g n  exchange m a r k e t s ,  a s  w e l l  a s  t h e  behav io r  
o f  t h e  a g g r e g a t e s  and t h e  s t r e n g t h  of  t h e  b u s i n e s s  expans ion . "  I 
t h i n k  c l e a r l y  what w e  a r e  s a y i n g .  and t h i s  i s  t o o  s i m p l e  i s :  If w e  
change t h e  d i s c o u n t  r a t e  i n  t h e  n e x t  day o r  two,  w e  would aim around 
$400 m i l l i o n  o r  s o  and i f  w e  d o n ' t  w e  would aim a t  $600 m i l l i o n .  What 
i s  more q u e s t i o n a b l e  i s  what happens i f  t i m e  p a s s e s  and w e  go t o - - 1  
doubt  we're going  t o  $600 m i l l i o n  r i g h t  o f f  t h e  b a t - - a s  a way t o  
p r o c r a s t i n a t e ,  go t o  $500 m i l l i o n  o r  s o .  

MR. ANGELL. On t h e  way. 

CHAIRMAN VOLCKER. I n i t i a l l y .  And l e a v e  open whether  w e  go 
t o  $600 m i l l i o n  on t h e  borrowings o r  j u s t  change t h e  d i s c o u n t  r a t e .  

MR. ANGELL. I l i k e  t h a t .  I t  g i v e s  us  a l i t t l e  more o p t i o n
t h a n  a d i s c o u n t  r a t e  change.  

MR. J O H N S O N .  Given what w e  a r e  do ing  t o d a y ,  what would going
immedia te ly  t o  $600 m i l l i o n  look  l i k e  i n  t h e  marke t .  i n  your  o p i n i o n ?  

MR. STERNLIGHT. What t r o u b l e s  m e  a l i t t l e  i s  t h a t  t h e r e  i s  
s t i l l  t h i s  k ind  o f  o v e r l a y  of  e x p e c t a t i o n  o f  a d i s c o u n t  r a t e  move. I 
wonder, even i f  a c t i o n  were de layed  on t h a t ,  i f  w e  would immedia te ly ,  



5/19/87 -41-


or starting next reserve period, put in $600 million and still look 

for a discount rate in addition whether that wouldn’t give a little 

more than--


MR. ANGELL. I think that is what we want to avoid. 


MR. STERNLIGHT. --whatpeople are looking for. That would 

suggest. one would think. maybe $500 million or something as an in-

between. to keep options open. 


MR. JOHNSON. That is what I am asking. You are saying $500 

million. What do people think we are putting in there? From what you

said earlier, they think we are putting in something well above that. 


MR. STERNLIGHT. They think we are putting in $600 million 

now. 


MR. JOHNSON. Yes. So. I am just-­

CHAIRMAN VOLCKER. Let me try this out. I think it could 
reasonably be $500 million or thereabouts now. If we move the 
discount rate we could go on the light side of $500 million. If we 
don’t, it seems to me consistent with all this conversation that we 
might well go to $600 million, depending upon the exchange markets and 
the inflationary indications. 

MR. ANGELL. What happens if we decide to do the discount 

rate cut earlier? 


CHAIRMAN VOLCKER. Discount rate increase. 


MR. ANGELL. I mean increase. Wouldn’t it also be possible 
to do a discount rate increase and go back to $400 million? 

CHAIRMAN VOLCKER. I myself think it is a little hard to 

reverse by any sizable amount. I am not talking about a shading.

That is why I prefer not to get very tight and then reverse anything.

I think it gives peculiar signals. But, if we are around $500 

million, we can shade it on the low side or the high side. depending 

upon what we do on the discount rate. and not be way off. 


MR. ANGELL. Are you suggesting that if we were to move on 
the discount rate today or tomorrow that going to a $400 million 
borrowing assumption would be-­

CHAIRMAN VOLCKER. The borrowing assumption would be around 
$400 million. 

MR. ANGELL. Well, that’s what I-­ 


CHAIRMAN VOLCKER. If we don’t do that. the borrowing

assumption would be around $500 million. 


MR. ANGELL. Yes. I understand. 


MR. JOHNSON. It seems to me that if we raise the discount 
rate and try to get to $400 million it would still seem like an easing
of conditions in the open market. 
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MR. ANGELL. No it w o n ’ t .  You’re  go ing  t o  have  a l l  t h e  
e x p e c t a t i o n a l  e f f e c t s  t h a t  go w i t h  a d i s c o u n t  r a t e  move and t h e  
f e d e r a l  f u n d s  r a t e  i s  go ing  t o  t e n d  t o  move. 

MR. B O Y K I N .  The re  i s  t h e  f u r t h e r  q u e s t i o n :  I f  w e  go w i t h  t h e  
$500 m i l l i o n  and t h e n  t h e  d i s c o u n t  r a t e  change d o e s n ’ t  happen ,  when do 
w e  go on t o  $600  m i l l i o n ?  

CHAIRMAN VOLCKER. That  depends upon exchange marke t s  and 
i n f l a t i o n a r y  p r e s s u r e s ,  and s o  f o r t h .  

MR. ANGELL. Yes. That  would mean more t i g h t e n i n g .  

MR. B O Y K I N .  That  i s  what I am t r y i n g  t o  g e t  a t .  A t  l e a s t  a s  
I see i t ,  some c o n f i r m a t i o n  o f  a d d i t i o n a l  t i g h t n e s s  i s  d e s i r a b l e - ­
whether  it i s  t h r o u g h  open marke t  o p e r a t i o n s  o r  t h e  d i s c o u n t  r a t e .  
I ’ d  a r g u e  f o r  g o i n g  t h r o u g h  open marke t  o p e r a t i o n s  r i g h t  now, 
p a r t i c u l a r l y  g i v e n  wha teve r  i s  go ing  on t o d a y .  That  seems t o  m e  t o  be  
t h e  way t o  s t a r t  o u t  t o d a y .  I t  may b e  a l i t t l e  d i f f e r e n t  tomorrow. 

CHAIRMAN VOLCKER. I would s u g g e s t  someth ing  l i k e  $500 
m i l l i o n  now w i t h o u t  a d i s c o u n t  r a t e  c h a n g e - - t h a t  assuming no d i s c o u n t  
r a t e  change ,  t h e r e  would b e  some p r e d i l e c t i o n - - .  Something e l se  would 
have t o  happen t o  go t o  $600 m i l l i o n ,  b u t  w e  would be  r e a d y  t o  do t h a t  
w i t h o u t  t o o  much s t r a i n .  If w e  moved t h e  d i s c o u n t  r a t e ,  presumably w e  
w o u l d n ’ t  go t o  $600  m i l l i o n  and would shade  t h e  $500 m i l l i o n  down. If 
w e  moved t h e  d i s c o u n t  r a t e  i n  t h e  n e x t  c o u p l e  o f  d a y s ,  we’d n e v e r  go 
t o  $500 m i l l i o n .  

MR. GUFFEY. T h i s  p o l i c y  i m p l i e s  a 6 - 3 / 4  p e r c e n t  f e d  funds  
r a t e ?  

MR. J O H N S O N .  That  i s  a good q u e s t i o n .  Nobody knows anymore. 

CHAIRMAN VOLCKER. I happen t o  t h i n k  it i s  a good t h i n g  t h a t  
nobody knows. I t  c o u l d  w e l l  be  c o n s i s t e n t  w i t h  6 - 3 / 4  p e r c e n t ,  b u t  how 
much money I would p u t  on t h a t - - ?  I d o n ’ t  t h i n k  it i s  n e c e s s a r y - -

MR. ANGELL. I t  depends on what t h e  e x p e c t a t i o n s  a r e  abou t  
t h e  d i s c o u n t  r a t e .  

CHAIRMAN VOLCKER. I guess  what t h e  s t a f f  s a y s  i n  t h e  
Bluebook i s  t h a t  it c o u l d  even b e  below 6 - 3 / 4  p e r c e n t .  

MR. KOHN. What w e  had under  a l t e r n a t i v e  C ,  t h e  $600 
borrowing  a s sumpt ion ,  was a funds  r a t e  o f  someth ing  l i k e  6 - 3 / 4  t o  7 
p e r c e n t .  S o ,  w i t h  $500 m i l l i o n  I would guess  it would be  a round 6 - 3 / 4  
p e r c e n t .  

CHAIRMAN VOLCKER. No. I am t a l k i n g  a b o u t  w i t h  t h e  d i s c o u n t  
r a t e  change .  With $500 m i l l i o n  it might  be  a l i t t l e  l ess .  But $600 
m i l l i o n  bor rowing  o r  t h e  change i n  t h e  d i s c o u n t  r a t e  w i t h  $400  m i l l i o n  
on bo r rowing  a re  more o r  l ess  e q u i v a l e n t .  

MR. KOHN. That  was 6 - 3 / 4  p e r c e n t - - o r  maybe a l i t t l e  h i g h e r ,  
t o  7 p e r c e n t .  
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MR. MORRIS. There is also the question of how much the 

discount rate is raised. if it is raised. 


CHAIRMAN VOLCKER. I am assuming we are talking about a half 

point, but obviously--


MR. MORRIS, Well, if the funds rate is at 6 - 3 / 4  percent, it 
seems to me a half point is a little [unintelligible]. Normally, one 
would expect a 6 - 1 / 4  percent discount rate. If we are doing it to get 
some impact on the foreign exchange market, which still makes sense to 
me, I think an increase above a half point might attract a little more 
attention. And it would certainly align the discount rate better with 
the funds rate than a move of a half point. 

CHAIRMAN VOLCKER. Assuming the funds rate stays where it is. 


MR. MORRIS. Yes, assuming it stays at 6 - 3 1 4  percent. That 
speaks for itself. 

CHAIRMAN VOLCKER. But you’re against moving the discount 

rate. 


MR. MORRIS. Yes--onlybecause I like to have something in 

the closet. Otherwise, the only alternative response is a still 

tighter monetary policy. 


CHAIRMAN VOLCKER. I think that is the argument about the 

discount rate. Do you pre-empt or keep it in reserve? 


MR. BLACK. That is what I would recommend to our Board on 
Thursday. But in the interest of Gramm-Rudmann, if the Board acts to 
approve a move on the discount rate before Thursday, we have to spend
another $ 3 0 0  to get our executive committee together to go along with 
you. 

CHAIRMAN VOLCKER. Well, I will discuss that too. I may save 
you $ 3 0 0 .  

MR. BLACK. There is going to be a bunch [of discount rate 

actions] coming in. There are more [boards of directors] that meet on 

this Thursday than at any other time. 


CHAIRMAN VOLCKER. What we are talking about here is a kind 
of “modified C plus,“ or something--$500million without a discount 
rate change, with the readiness, certainly, to go up to $600 million 
or s o - -

MR. GUFFEY. For what? 


CHAIRMAN VOLCKER. If the exchange markets and inflation o r  
whatever seem to justify it. and the business expansion wasn’t falling 
out of bed, and the aggregates were more or less as expected, we would 
be quite ready to do that. But we wouldn’t do that unless there were 
some reason for it. We could raise the discount rate: and we could do 
that today or tomorrow. in which case we’ll stick with borrowing of 
around $400  million or so  with some possibility of going above that if 
we need help later. If we start o u t  at $500 million, we could shade 
it lower if we raise the discount rate later. But if we raise the 
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d i s c o u n t  r a t e  l a t e r ,  under  t h o s e  c i r c u m s t a n c e s ,  we'd p robab ly  have 
some reason  f o r  want ing  t o  t i g h t e n  up some o r  w e  wouldn ' t  do i t - ­
u n l e s s  it was p a r t  o f  some i n t e r n a t i o n a l  agreement .  [The l i k e l i h o o d  
o f  t h e  l a t t e r ]  seems a l i t t l e  t h i n  t o  m e  a t  t h i s  p o i n t ,  b u t  i n  t h a t  
c a s e  w e  might  want t o  be t o t a l l y  n e u t r a l .  We have two ways of  
t i g h t e n i n g  up a s  w e  proceed  i f  we d o n ' t  move on t h e  d i s c o u n t  ra te  
immedia te ly :  e i t h e r  change t h e  d i s c o u n t  r a t e  o r  change t h e  borrowings 
a l i t t l e ,  which i s  q u i t e  a normal s i t u a t i o n .  On t h o s e  u n d e r s t a n d i n g s ,  
can w e  proceed?  

MR. KEEHN. Would you r ead  t h e  wording a s  w e  now have it? 

CHAIRMAN VOLCKER. " I n  t h e  implementa t ion  o f  p o l i c y  f o r  t h e  
immediate f u t u r e ,  t h e  Committee s e e k s  t o  i n c r e a s e  somewhat t h e  deg ree
o f  r e s e r v e  p r e s s u r e  sought  i n  r e c e n t  weeks. t a k i n g  i n t o  account  t h e  
p o s s i b i l i t y  of  a change i n  t h e  d i s c o u n t  r a t e .  Somewhat g r e a t e r  
r e s e r v e  r e s t r a i n t  would o r  somewhat lesser r e s e r v e  r e s t r a i n t  might  be 
a c c e p t a b l e  depending  on i n d i c a t i o n s  o f  i n f l a t i o n a r y  p r e s s u r e s  and on 
developments  i n  f o r e i g n  exchange m a r k e t s ,  a s  w e l l  a s  t h e  behav io r  of  
t h e  monetary a g g r e g a t e s  and t h e  s t r e n g t h  of  t h e  b u s i n e s s  expans ion . "
The res t  of  it i s  "6 p e r c e n t  o r  l e s s , "  "below t h e  pace d u r i n g  1986."  
and " 4  t o  8 p e r c e n t . "  Okay? What it means i s  t h a t  w i thou t  changing
t h e  d i s c o u n t  r a t e ,  t h e  borrowing assumpt ion  i s  $500 m i l l i o n  r i g h t  now, 
t h e  p o s s i b i l i t y  of  go ing  up t o  $600 m i l l i o n  i s  r e a s o n a b l y  remote ,  and 
i f  w e  change t h e  d i s c o u n t  r a t e  t oday  o r  tomorrow t h e  borrowing
assumpt ion  i s  $400 m i l l i o n .  

MR. JOHNSON.  I do have a r e q u e s t .  I a g r e e  w i t h  t h a t  
comple t e ly .  But I do t h i n k  t h a t  w e  have t o  g e t  a b e t t e r  u n d e r s t a n d i n g
of  t h i s  bor rowing/ funds  r a t e  r e l a t i o n s h i p .  I d o n ' t  t h i n k  it i s  
a c c e p t a b l e  t h a t  w e  c o n t i n u e  on d r i f t i n g ,  t r y i n g  t o  f i g u r e  o u t  t h e  
r e l a t i o n s h i p  between borrowing and t h e  funds  r a t e  i f  w e  a r e  going  t o  
t a r g e t  borrowing a s  an  approach  t o  monetary p o l i c y .  If w e  d o n ' t  have 
some b e t t e r  u n d e r s t a n d i n g  o f  t h e  u n d e r l y i n g  funds  r a t e  a s s o c i a t e d  w i t h  
t h a t ,  we've go t  t o  change b e c a u s e - ­

CHAIRMAN VOLCKER. Well ,  w e  can d i s c u s s  t h a t ,  because  I 
d i s a g r e e  w i t h  t h a t .  I t h i n k  it i s  a p o s i t i v e  b e n e f i t  a l m o s t - - n o t  
g e t t i n g  d r i v e n  i n t o - ­

S P E A K E R ( ? ) .  That  i s  what g e t s  you i n t o  i n t e r e s t  r a t e  
t a r g e t i n g .  

CHAIRMAN VOLCKER. T h a t ' s  t h e  problem. 

MR. J O H N S O N .  If you d o n ' t  unde r s t and  it b e t t e r .  

MR. ANGELL. I d o n ' t  want t o  see u s  g e t  t o  i n t e r e s t  r a t e  
t a r g e t i n g  and I would f a v o r - -

MR. J O H N S O N .  Well, n e i t h e r  do I .  

MR. ANGELL. I would f a v o r  t h e  pegging of  t h e  nonborrowed, 
ad jus tmen t  bor rowings .  But I would l i k e  t o  see u s  a g r e e  t h a t  w e  could  
s e l l  coupons s o  t h a t  i f  w e  e v e r  g e t  i n t o  a s i t u a t i o n  l i k e  t h i s  a g a i n ,  
w e  would t h e r e b y  have enough coupons s o  a s  t o  l e t  t h e  marke t s  know 
what ou r  t a r g e t  was. If w e  have bought t h e  coupons- -
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CHAIRMAN VOLCKER. Why do we want to buy bonds or sell bonds? 


MR. ANGELL. I want to be able to buy bonds when there are 

not enough bills out there for repos. 


MR. JOHNSON. What I am suggesting is that we still don’t 

know if the discount window is going to act in an erratic fashion 

relative to what our intended policy is. I think that is an 

unacceptable degree of uncertainty. It has been a lot tighter than 

that in the past. 


CHAIRMAN VOLCKER. It is only unacceptable if you are very

sensitive to where the federal funds rate is--thatthis might be a 

mistake. That’s what the argument is all about. 


MR. JOHNSON. Well, I think there are times, obviously, when 
we are more sensitive to the funds rate. It varies. So. if we don’t 
know what kind of funds rate is going to be associated with a certain 
amount of borrowing--. Am I right t o  say that that relationship has 
been much more stable in the past than it has been since the turn of 
the year? 

MR. KOHN. Maybe than in the last couple of weeks. But it 
has always been unstable and difficult to determine. Even when we 
were on a nonborrowed reserve target, we used to have to take into 
account shifts in the borrowing function--certainly in 1984 when 
Continental was in [borrowing at the discount windowl. There was 
considerable uncertainty then. too. So there has always been a bit of 
wiggle room in that. 

MR. JOHNSON. Well, obviously, when there is special

borrowing, you always-­


CHAIRMAN VOLCKER. If you are really sensitive to where the 

federal funds rate is, the most efficient thing that you can do is 

target the federal funds rate. 


MR. JOHNSON. The federal funds rate-­


CHAIRMAN VOLCKER. Do you want to do that? 


MR. ANGELL. No. 


MR. JOHNSON. I am not sure I want to. but the relationship--


MR. ANGELL. You can decrease the uncertainty as to what the 
borrowing target is. What we’ve ended up with--

MR. JOHNSON. Okay, but there are studies-­


VICE CHAIRMAN CORRIGAN. Oh, those studies are a lot of 

[unintelligible]. They average everything. 


MR. ANGELL. We’ve ended up with a lot of participants and 

market watchers believing that our borrowing target is $500 to $600 

million. It seems to me that it would be better to conduct policy in 

such a way that there would not be as much uncertainty as to what--
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CHAIRMAN VOLCKER. Even t h a t  a lways ex i s t s .  I t  i s  n o t  
u n u s u a l  t o  miss t h e s e  t a r g e t s  f o r  s e v e r a l  weeks.  We had g r e a t  b i g
misses around t h e  end o f  t h e  y e a r .  Now p e o p l e  a r e  more used  t o  it 
around t h e  end o f  t h e  y e a r ,  and t h e y  s a y :  Okay, t h e y  a r e  way o f f .  
Around t h e  end of t h e  y e a r ,  w e  were way ove r  a b i l l i o n - -

MR. JOHNSON. There  a r e  o b v i o u s l y  s p e c i a l  bor rowing  
[ s i t u a t i o n s ]  t h a t  come up .  B u t ,  i n  t h e  p a t t e r n  o f  b r e a k s  t h a t  w e  have 
s e e n  r e c e n t l y  I d o n ’ t  t h i n k  you can  i d e n t i f y  a s p e c i a l  bor rowing  i n  
each  o f  t h o s e  c a s e s .  The s t a f f ’ s  r e s p o n s e  was t h a t  t h e  demand f o r  
bor rowing  had s h i f t e d .  That  i s  someth ing  t h a t  I d o n ’ t  t h i n k  w e  have  a 
good u n d e r s t a n d i n g  a b o u t .  

MR. BOEHNE. The b e a u t y  of  t h i s  nonborrowed t a r g e t  i s  t h a t  it 
a l l o w s  f o r  some ambiva lence .  You know you s h o u l d n ’ t  be  t a r g e t i n g  t h e  
f e d e r a l  f u n d s  r a t e ,  b u t  sometimes you would l i k e  t o  keep a t  l e a s t  a 
b road  e y e  on i t .  I t  makes f o r  a n i c e  k i n d  o f - ­

CHAIRMAN VOLCKER. I t h i n k  w e  a r e  g e t t i n g  d i v e r t e d  by t h i s  
a rgument .  I d o n ’ t  t h i n k  w e  have  v o t e d  y e t ,  have w e ?  

MR. ANGELL. We have  n o t .  

MR. JOHNSON. No. 

CHAIRMAN VOLCKER. I t h i n k  w e  b e t t e r  adop t  a d i r e c t i v e .  T h i s  
i s  a c o n t i n u i n g  s a g a ,  b u t  l e t ’ s  g e t  t h i s  v o t e  o u t  o f  t h e  way. 

MR. BERNARD. 
Chairman Volcker  Y e s  
Vice Chairman C o r r i g a n  Yes 
Governor Angel1 Y e s  
P r e s i d e n t  Boehne Yes 
P r e s i d e n t  Boykin Y e s  
Governor Hel ler  Yes 
Governor Johnson Yes 
P r e s i d e n t  Keehn Yes 
Governor Sege r  No 
P r e s i d e n t  S t e r n  Yes 

MR. JOHNSON. I d o n ’ t  want t o  waste t o o  much-­

CHAIRMAN VOLCKER. I t  i s  a r e l e v a n t  q u e s t i o n  t h a t  comes up
a l l  t h e  t i m e ,  s o  maybe w e  s h o u l d  have a l i t t l e  p a p e r  on it f o r  t h e  
n e x t  m e e t i n g .  

MR. J O H N S O N .  I t h i n k  t h e r e  p r o b a b l y  would s t i l l  b e  a 
c o n s i d e r a b l e  d e b a t e  a t  t h i s  t a b l e  a b o u t  which i s  more i m p o r t a n t  t o  t h e  
conduct  o f  monetary  p o l i c y  and which a f f e c t s  t h e  economy more: l e v e l s  
o f  i n t e r e s t  r a t e s  o r  t h e  q u a n t i t y  o f  r e s e r v e s .  

CHAIRMAN VOLCKER. I d o n ’ t  know how b i g  a d i s c u s s i o n  you want 
t o  h a v e .  We can  have  a g r e a t  b i g  d i s c u s s i o n  on o p e r a t i n g  t e c h n i q u e s ,  
b u t  maybe .we’ l1  s t a r t  it o f f ,  anyway, w i t h  a r a t h e r  small  p a p e r  on 
p r e c i s e l y  [ u n i n t e l l i g i b l e ] .  [ L a u g h t e r . ]  We w i l l  see whe the r  t h a t  
l e a d s  u s  i n t o  much d e e p e r  w a t e r ,  which it i s  v e r y  l i k e l y  t o  d o .  I 
d o n ’ t  know i f  anybody i s  t e r r i b l y  happy abou t  o u r  c u r r e n t  o p e r a t i n g
p r o c e d u r e s .  I n  f a c t ,  t h e  weak [ u n i n t e l l i g i b l e ]  t h e  money s u p p l y .  
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MR. JOHNSON. I know. 


END OF MEETING 





